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A COMPARISON OF SPECIAL DISCOUNTS AND 
ALLOWANCES IN THE GROCERY, DRUG, 
AND TOBACCO TRADES, I 
W. H. S. STEVENS 


RATES AND PREVALENCE OF SPECIAL DISCOUNTS 
AND ALLOWANCES 

N ORDER to answer the question, contained in the Senate 
resolution directing the chain-store inquiry, as to how far the 
increase in chain-store distribution was based upon quantity 
prices available only to chain-store distributors, the Federal 
Trade Commission undertook a rather extensive study of this 
question in the grocery, drug, and tobacco trades. This study was 
divided into two parts. Part I was a major division of a study of 
the buying and selling prices and margins of chain and independ- 
ent distributors in these three lines of business in four different 
cities—Washington, Cincinnati, Memphis, and Detroit.‘ The 
' In this analysis, the Commission obtained from the chain and independent dis- 
tributors in each city actual selling prices on from 100 to 300 items, together with the 
actual invoice costs of such items to the chains and to the independent distributors 
(wholesalers where the goods were sold through the wholesaler or retailers where the 
merchandise was sold directly). From the manufacturer, the Commission also 
obtained the actual special discounts and allowances applying on the invoice price 
on each one of the aforesaid items sold to the respective chain, or independent 
distributor. These data permitted the adjustment of the invoice prices previ- 
ously obtained in each city to reflect the actual net purchase cost of each item 
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second part of the inquiry into discounts and allowances, and the 
one with which this paper is concerned, involved the procuring of 
the total special discounts and allowances made by a large select- 
ed list of manufacturers to a similar selected list of wholesale, re- 
tail, chain-store, and co-operative retail groups located in the 
principal cities of the United States. This study was designed 
partly for checking the study of these allowances in the individual 
city study just referred to, but primarily to procure a more 
thorough and comprehensive picture of these arrangements than 
was obtainable in the city study. 

Size of the sample used.—The total number of manufacturers 
included in the study ranges from 134 in the case of tobacco to 
nearly 700 in drugs, as is shown in Table I. 

The total number of dealers employed was smaller, the maxi- 
mum being 199 in the case of groceries. The total volume of 
purchases represented, however, was over three-quarters of a 
billion in each year. Because of the necessity of restricting the 
number of distributors on account of the large amount of work 
called for by the schedule, considerable attention was devoted to 
their selection in order that the coverage might be regarded as 
adequate geographically and also by type and size of distributor. 
A detailed description of the methods employed is, however, too 
long to be given here.’ 

The maximum number of manufacturer-customer accounts 
that could have been involved in these tabulations is, of course, 
the product of multiplying the total number of manufacturers by 
the total number of distributors. Figures for the analysis of these 
accounts are available only for the year 1930, but in that year 


to chain and independent distributors after the deduction of all special discounts 
and allowances. It also permitted the computation of the effect of such discounts 
and allowances in those cities on both the buying prices and margins of the chain and 
independent distributors. For a detailed description of the method employed, see the 
Federal Trade Commission Report on Prices and Margins of Chain and Independent 
Distributors (Washington, 1933). 

2F.T.C. Report on Special Discounts and Allowances to Chain and Independent 
Distributors, “Tobacco,” Sec. 2. There are three of these reports, the first dealing 
with tobacco, the second with groceries, and the third with drugs. All tables pre- 
sented in this study are made up from these three reports. 
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the total number of customer accounts involved was much less 
than the maximum. In tobacco, only 3,050 out of a possible total 
of 14,606 accounts, or approximately 20 per cent, were sold; in 
groceries, 15,602 out of 92,336, or about 17 per cent; and in drugs, 
33,560 out of 77, 744, or roughly 43 per cent. 

TABLE I 


NUMBER OF MANUFACTURERS REPORTING SPECIFIED TOTAL SALES TO 
SPECIFIED NUMBERS OF DIFFERENT TYPES OF DEALERS 


Topacco | GROCERY | Druc 
| | | | 
No. of | No. of | No. of 
TYPE OF | Re- | ye Re : Re = 
| .| Total , | Total | Total 
DEALER port- |No. of port- |No. of | port- |No. of : 
4 | Sales ° Sales : Sales 
} ing | Deal-| vei ing Deal ing Deal-| 
(o | 000 00 
| Man-| ers | Mar ers | : Man ers : 
ee | Omitted) 7 Omitted) . Omitted) 
| ulac | ulac- | ulac- 
| turers | turers) | turers 
| | 
1929 
i nin | nck ie —— ~ 
Chain | 130 47 |$142,507} 451 | 62 |$300,047) 663 49 |S 54,283 
Wholesalers 127 63 | 107,350] 389 93 | 42,760} 662 58 | 84,585 
Co-operative 360 44 24,909 
Department 
store 251 6| 1,462 
Total | 134 | 110 |$249,948] 457 | 199 |$368,617| 682 | 113 |$140,330 
| | 
| 1930 
| | 
Chain | 130 47 |$171,597| 459 62 |$288,988) 670 | 40 |S 54,902 
Wholesalers | 127 62 13,821} 405 93 39,003) 669 | 58 $2,019 
Co-operatives 377 44 23,649 | 
Department 
store | 250 6 | 1,429 
| 25 
Total 134 | 109 |$285,418) 464 | 199 $351,641) 688 | 113 [$138,351 


Definition of special discounts and allowances.—As defined by 
the Commission for the purposes of its study, “special discounts 
and allowances” are all those forms, excluding cash discounts, 
which are not shown by the manufacturer on the face of the in- 
voice but which are subsequently paid or allowed by them. This 
tule, though somewhat arbitrary, is less so than it appears, be- 
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cause the billing prices of manufacturers to chains and whole- 
salers in the same locality tend to be the same.’ Most of the varia- 
tions occurring between the chains and wholesalers are explainable 
in terms of differences either in quantity purchased or in the time 


TABLE II 
rcoonne OF MANUFACTURERS MAKING ALL L OWANCES TO SPECIFIED Num- 
























































TosBacco Grocery Druc 
| l l | l | sles 
No. of| No. of| No. of|No. of| No. of|No. of 
—— Man-| Deal- Man- | Deal- Man-| Deal 
~heageeti ufac-| ers | Total ufac- | ers Total ufac- | ers Total 
ii turers} Ob- Sales turers) Ob- | Sales turers) Ob- Sales 
Mak- | tain- (o00 Mak- tain- (000 Mak- | tain- (o00 
ing ing | Omitted) ing ing | Omitted) ing | ing | Omitted) 
Allow-| Allow-| Allow- | Allow- Allow-| Allow-| 
ances ances | ances | ances ances | ances | 
| | | 
1929 
| | 
Pc cneccee OS 45 |$ 54,449] 230 62 |$165,015| 200 | 409 |$ 27,532 
Wholesalers . .| 68 52 56,780} 122 93 13,918] 138 58 | 18,331 
Co-operative. . | ; ; 109 44 9,791 a Ga 
Department 
store. } “| we ae 6 | 475 
SS EE —_ —— a — a 
Total. ... 89 | 07 St11, 229 253 | 199 $188,724 237 | 3 113 |$ a 339 
| | 
—— 
1930 
| 
: | | | 
Chain | O 45 |$112,702| 265 | 62 |$163, 020] 225 | 40 |$ 28,334 
Wholesalers ; | 73 55 56, 5, B07] 121 | 93] 15,17 0} 147 58 | 20,492 
Co-operative 128 | 44 0, 656| a 
Department | | 
store | men .eee| SOL 6] 530 
| | | | . 
mn — ae SRE ey inet an ——}—— 
Total.... | 94 | I00 = fn 79,51 vm 199 |$187,847| 256 | 113 |$ 49,357 
| | 








of purchase. Carload quantities commonly carried a lower billing 
price, and there were other differences of the same character. 


3 A complete check of the grocery items in one city in the price and margin study 
showed that the billing prices were identical on 50 per cent of the items. Similar 
complete single-city checks on drug and tobacco items showed over 60 and 70 per 
cent of the items to be identical in the billing prices to all chains and wholesalers in 
the city used. 
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Chain and wholesale purchases were frequently made at sub- 

stantially different dates between which price changes occurred. 

Manufacturers giving allowances——Many manufacturers in- 

cluded in the Commission’s studies gave no special discounts and 
TABLE III 


RATIO OF TOTAL REPORTING MANUFACTURERS MAKING ALLOWANCES AND 
OF THEIR SALES TO ALL MANUFACTURERS REPORTING 
AND THEIR SALES 


PERCENTAGE OF SALES OF 
| PERCENTAGE OF MANUPAC- MANUFACTURERS MAKING 
TURERS MAKING ALLOWANCES | ALLOWANCES TO TOTAL SALES 
To ToTAL REPORTING or ALL REPORTING 


Type OF DEALER 
| MANUFACTURERS 

















Tobacco | Grocery Drug Tobacco | Grocery Drug 
| 1929 
rm rs | | 
Chains | 58.5 | 53.0 | 30.2 38.2 | 54.8 | 50.7 
Wholesalers | 53-5 31.4 20.9 52.9 32.5 | 33.7 
Co-operatives | 30.3 39.3 
Department store & | 17.9 | 32.5 
|____|___ |__| —__- 
| | “ | | 
Total | 66.4 | 55-4 | 34.8 44.5 | 51.2 | 33.0 
oo 8 | | 
1930 
| | | | 
Chains | 62.3 | 57-7 33-6 | 71-5 | 56.4 | 51.6 
Wholesalers | 57.5 29.9 | 22.0 | 49.9 38.9 25.0 
Co-operatives | 34.0 | | 40.8 |.. 
Department store oal | 19.3 | 37-1 
- ee ee de ~~ at a Sao ee 
Sere | 7o.1 | 58.8 | 37.2 | 62.9 53-4 | 35-7 








allowances to any type of distributor,‘ and it is also true that a 
few distributors obtained nothing from any one of the manufac- 
turers reporting. 

Table II, therefore, shows the total number of manufacturers 


4 This statement, of course, is subject to the qualification that the list of dealers 
is only a limited one. However, as it includes nearly all of the leading chain-store 
systems in each of the three lines of business and a representative group of whole- 
sale and other dealers, it would seem a reasonable assumption that if no allowances 
were given to any of these dealers that no allowances were made to anyone by 
these same manufacturers. 
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making allowances on their sales and the total number of distribu- 
tors to which such allowances were made. Assuming that these 
figures may be regarded as representative for the country as a 
whole, from one-third to two-thirds roughly of the total reporting 
manufacturers made allowances; and the ratio of the sales of 
these manufacturers to the total sales of all reporting manufac- 
turers was even lower. In drugs, only a little over one-third of 
those reporting gave allowances; in groceries, between 50 and 60 
per cent; and in tobacco, two-thirds or more. 


TABLE IV 


NUMBER AND PERCENTAGE OF CUSTOMER ACCOUNTS REPORTED AS 
CARRYING SPECIAL DISCOUNTS AND ALLOWANCES IN 1930 











| Tosacco GRoceRY | Drvuc 
| 
—EE —— _ ee —— _——EEE——EE — 
| | | } - 
| Number of | | Number of | Number of 
| | Per- Per- | Per 
TYPE OF Accounts | Accounts Accounts 
ee cent- | cent- cent 
— ae age ee ee age 
—— with — with | Car with 
arr. | arry- a y- 
Side hpi 5 Ee Pee ad OS ee Pee a 
| Total | ing Ac Total | ing Ac- Total | ing Ac- 
} ances | | } ances | } ances 
counts | counts | | | counts 
eS ee ee ; 7 ah PAK ge or a ere 
Chain........] 1,227] 309 | 32-5 | 4,961] 1,524] 30.7 | 8,787] 1,577| 18.0 
W holesaler | 1,823) 292 | 16.0 | 7,028 739| 10.5 |24,117| 2,529] 10.5 
Co-operative. . | 3,613} 676] 18.7 ae Eee 
Department 
eee saa Pere: ar ae 79| 12.0 
RGA oa . aan reees, Teeoeey LS =: Se 
Total 3,050] 691 | 22.7 |15,602| 2,939] 18.8 |33, 560) 4,185] 12.5 
| | | 


In each of the three lines, an appreciably larger proportion of 
the manufacturers gave allowances to chains than to any other 
type of distributor (Table III). 

Proportion of customer accounts carrying allowances.—For one 
year (1930), the Trade Commission tabulated the total number of 
accounts of the reporting manufacturers with customers included 
in the schedule report according to whether or not they received 
allowances (Table IV). As between the three lines of business, 
the proportion of accounts carrying allowances is roughly in ac- 
cordance with the proportion of manufacturers making allow- 
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ances, the highest (22.7 per cent) of these customer accounts being 
with tobacco dealers, and the lowest (12.5 per cent) with drug 
distributors, grocery dealers occupying an intermediate position. 

As between the different types of distributors, much higher 
proportions of the total chain than of the total wholesale accounts 
carry allowances. By comparison with Table III, it appears that, 
although almost as high a proportion of manufacturers make al- 
lowances to tobacco wholesalers as to tobacco chains, the propor- 
tion of total tobacco chain accounts carrying allowances is over 
twice as great as the proportion of wholesale accounts. In the case 
of both drugs and groceries, however, the relative proportions of 
chain and wholesale accounts carrying allowances are less out of 
line with the proportions of manufacturers granting such allow- 
ances. 

Rates of allowances on sales.—The rates of special discounts and 
allowances on total sales of all manufacturers reporting are com- 
paratively low, being less than 2.80 per cent in each year in tobac- 
co and drugs and less than 2 per cent for groceries (Table V). As 
shown in Table III, however, the sales of manufacturers making 
allowances are roughly only one-third of those of all manufactur- 
ers reporting in the drug trade, a little over half in groceries and 
in tobacco, less than half in 1929, and nearly two-thirds in 1930. 
When the total allowances are applied to the smaller sales volumes 
of those manufacturers giving allowances, the rate on sales shows 
a sharp increase. In the case of drugs, it rises to over 7 per cent 
on sales, or roughly 23 times the rate of allowances on the sales 
of all reporting manufacturers. 

The grocery rate for manufacturers making allowances (nearly 
3.5 per cent) is almost double the rate on sales of all reporting 
manufacturers in both years, while the tobacco rate in 1929 (5.77 
per cent) is more than twice and in 1930 (3.86 per cent), a little 
over 13 times that for all manufacturers. 

The rates of allowances on sales are substantially higher for 
drugs than for tobacco, and the latter in turn are considerably 
higher than the rates on groceries. This situation conforms in a 
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general way to the rates of gross profits and operating expenses on 
sales for the three lines of business, respectively.‘ 


TABLE V 


COMPARATIVE RATES OF ALLOWANCES ON SALES OF ALL REPORTING 
MANUFACTURERS AND SALES OF MANUFACTURERS 
MAKING ALLOWANCES 









































| 
Tosacco | GROcERY DruG 
: | — 
Rate on Rate on | | Rate on 
| | | 
Total | Total | Total | 
TYPE oF | | Sales of | Sales of | Sales of 
DEALER powell Manu. | Allow- | | Manu- wasn | Manu- 
= | Total | facturers a Total | facturers| = | Total | facturers 
cae | Sales | Making | (ese | Sales | Making | caee Sales | Making 
Omit- | | Omit- | | | Omit- | 
ted) | Per | Allow- | 04) | (Per | Allow- | “04) | er | Allow- 
, | Cent)| ances | - | Cont) ances saad 7 ances 
| (Per | (Per | (Per 
| Cent) | Cent) | | Cent) 
| | | 
1929 
| ] | | l l l 
Chain. see e+ 195,263) 3.69] 9.67 [$5,684] 1.89) 3.44 |$2,433| 4.48) 8.84 
Wholesaler. 1,153] 1.07) 2.03 | 372| .87| 2.68] 980) 1.16) 5.35 
Co-operative. . | 249] 1.00] 2.55 | : Ee! ae 
Department | 
eee a ae soveeel 36) 2.49| 7.66 
Total... .. |$6,417| 2.57} 5-77 |$6,306| 1.71) 3.34 |$3,450| 2.46) 7.45 
| | | | | 
| 1939 
Ld L 1. a 
Chain $6,122) 3.57| 4.99 |$5,840) 2.02) 3.58 |$2,848) 5.19] 1 
71 


° 
Wholesaler 1.42] 354 QI; 2.33 QII|; 1.11] 4 
Co-operative. . a Are -| 245] 1.04] 2.54 Sl BELG Sees 
Department} | 

store.......| 








Total $6,928) 2.43) 3.86 |$6,439) 1.83] 3.43 |$3,798) 2.75) 7.70 





| jean 





5 In drugs, the rates of gross profits and operating expenses on sales were 35.93 
and 34.25 per cent, respectively, in 1930; in tobacco, 24.97 and 24.40; and in gro- 
ceries, 20.94 and 19.42. In grocery and meat chains the corresponding rates were 
20.02 and 17.41 per cent. Cf. F.7.C. Report on Sales, Costs and Profits of Retail 
Chains. 
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In the tobacco trade, the rates of allowances on sales are rough- 
ly 3-5 times those to wholesalers, depending upon the year and 
whether the total sales or the sales of manufacturers making al- 
lowances is employed. In the drug trade, the chain rates are 
roughly 13-5 times those of the wholesalers. In the grocery trade, 
the discrepancy is considerably less, the chains in no one of the 
four comparisons averaging as much as 3 times the rate to whole- 
salers. 

Amounts of allowances to chains and wholesalers in comparison 
with sales—Comparisons of the amounts of total discounts and 
allowances made to chains and to wholesalers with the sales of the 
manufacturers to these two types of distributors (Tables I and V) 
show that the allowances made to chains are much greater in 
comparison with those made to the wholesalers than would be 
inferred by the volume of business involved. In tobacco, the 
total sales of all manufacturers reporting were only about 1.3 and 
1.5 times those to the wholesalers in 1929 and 1930, respectively; 
whereas the chain allowances were about 4.6 and 7.6 times those 
to the wholesalers in the two years. In groceries, the total sales 
to chains were about 7 and 7.4 times those to wholesalers, but the 
allowances of the former were 15.2 and 16.5 times those of the 
latter. In the drug trade, the total sales to the wholesalers in 1929 
were actually 1.6 times, and in 1930, 1.5 times, those made to the 
chains; but the allowances of the latter were 2.5 and 3.1 times 
those of the former (Tables I and V). 

If only the sales and allowances of the manufacturers making 
allowances are used, the picture is not much more favorable to the 
wholesalers. In 1929, the total volume of sales of manufacturers 
making allowances were slightly greater to tobacco wholesalers 
than chains, but the total chain allowances were 4.6 times those 
of the wholesalers. In the following year, the chain sales of manu- 
facturers making allowances were 2.2 times those to wholesalers, 
but the allowances of the former were 7.6 times those to the latter. 
In the grocery trade, sales of manufacturers to chains were 11.9 
and 10.7 times those to wholesalers in 1929 and 1930, respective- 
ly, as compared with 15.2 and 16.5 for allowances. In drugs, the 
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sales to the chains were 1.5 and 1.4 times those to the wholesalers, 
and allowances 2.5 and 3.1 times, respectively. 

Proportion of customer accounts carrying various rates of allow- 
ances.—Table VI shows for a single year the proportion of cus- 
tomer accounts carrying various specified rates of allowances on 


sales. 
TABLE VI 


PERCENTAGE DISTRIBUTION BY RATES OF ALLOWANCE OF SPECIFIED 
CLASSES OF CUSTOMER-ACCOUNTS CARRYING SPECIAL 
DISCOUNTS AND ALLOWANCES IN 1930 















































| PERCENTAGE DISTRIBUTION OF TOTAL ACCOUNTS 
ToTaL | ine eee iain — 
Type oF DEALER Ac- | 
counts | Under s5| 5-10 10-15 15-20 20-30 | 30 and 
Up 
= 
Tobacco: | 
Serer rere 3909 47-37 | 23.06 | 18.29 | 5.01 3.01 3.26 
Wholesalers... .. 292 | 78.42 | 17.47 | 3.77 | 34 | 
; ee 691 | 60.49 20.69 | 12 16 | 3.04 | 1.74 1.88 
| 
Grocery: 
Chains ae .-| 1,524 | 59.32 | 24.80] 9.78 | 2.36 2.10 1.64 
Wholesalers. ...... 739 | 69.83 | 12.99 | 13.26] 1.08] 1.49 1.35 
Co-operatives...... 676 | 65.68 | 18.79 | 9.17 | 2.51 | 1.63] 2.22 
ae | 2,949 | 63.42 20.45 | 10.51 | 2.08 | 1.84 | 1.70 
| | 
Drug: 
Te 1,577 | 29-17 | 30 88 | 19.98 | 8.62] 6.66] 4.69 
Wholesalersf. .... | 2,529 | 45.67 | 30.29 | 11.27 | 8.04 3.40 | .43 
Department store. . | 79 | 46.83 | 21.52 | 15.19 | 3 80 | 10.13 | 2.53 
ce | 4,185 39.47 | 30.35 | 14.62 | 8.72] 4.76 | 2.08 
| | | 








* Including eine store chains. 

t Including co-operatives and McKesson wholesalers. 

The proportion of customer accounts in the higher allowance 
brackets (15 per cent and over) is strikingly greater in the drug 
than in either the tobacco or grocery trades, 15.56 per cent of the 
total accounts in the first, as compared with only 6.66 per cent in 
the second and 5.62 per cent in the third, of these businesses. In 
fact, in the drug trade slightly over 30 per cent of the total allow- 
ances are 10 per cent or more. 

In each trade a much larger proportion of the higher allow- 
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ances are given by the manufacturers to the chains than to the 
wholesalers. Over 11 per cent of the tobacco chain accounts carry 
allowances of 15 per cent or more, as compared with less than one- 
half of 1 per cent of such allowances in the case of the wholesalers. 
Tobacco wholesalers obtained no allowances of 20 per cent or 
more, though over 6 per cent of the total chain accounts are found 
in this group. 

In groceries, 6.10 per cent of the total chain accounts carried 
allowances of 15 per cent and up, as compared with 3.92 per cent 
of the wholesale accounts. However, the co-operatives showed 
slightly larger proportions of accounts with allowances of 15 per 
cent or more (6.36 per cent) than did the chains. In drugs, the 
wholesalers show somewhat greater proportions of allowances of 
between 15 and 20 per cent than the tobacco and grocery whole- 
salers, but from 20 per cent up they show a sharp decline. De- 
partment stores secured far higher proportions of allowances 
(from 15 per cent up) than did the drug wholesalers. 

Summary of rates and prevalence of special discounts and allow- 
ances.—Summarizing the foregoing figures, it appears that: 

1. Relatively more manufacturers give allowances, and rela- 
tively more customer accounts carry allowances, in the tobacco 
than in the grocery trade; and relatively more, in turn, in the 
grocery than in the drug trade. 

2. Rates of allowances on both total sales and sales of manu- 
facturers making allowances, however, are highest in the drug 
trade, with tobacco ranking second and grocery third, this rank- 
ing coinciding with the rates of gross profit in the three lines. 

3. In all three lines of business (a) larger proportions of manu- 
facturers make allowances to chains than to wholesalers, (b) much 
larger proportions of chain-customer accounts than of wholesale- 
customer accounts carry allowances, and (c) much higher rates 
of allowances are given to chains than to wholesalers on both 
total sales and on sales of manufacturers making allowances. 

4. The total allowances paid to the chains in comparison with 
those paid to the wholesalers are relatively much higher than is 
explainable by the volume of sales made to the chains and the 


wholesalers, respectively. 


[To be continued] 











CERTAIN ASPECTS OF UTILITY 
SERVICE CONTRACTS 
NORMAN S. BUCHANAN! 


I 


POKESMEN for the electric power and light industry have 
frequently contended that one of the chief advantages of 
the holding company form of organization is the many 

ways in which the holding company can assist the operating com- 
panies to reduce costs and to improve service. On the other hand 
many critics have argued that the holding companies have adopt- 
ed these service and supervisory arrangements with their operat- 
ing companies as a further means of sluicing off the latters’ earn- 
ings into their own coffers. In considerable part the argument has 
been unsatisfactory because of the absence of any very precise in- 
formation as to the profitableness of the service and supervisory 
arrangements to the holding companies involved. In what follows 
an attempt will be made to show the kind of services rendered by 
holding companies to their operating companies, the charges 
made, and, where possible, to estimate whether these arrange- 
ments have been conducted at a profit or a loss.’ 


II 
The services rendered by holding companies: to their operating 
subsidiaries may be conveniently classified under three main 


t Assistant Professor of Economics, Colgate University. 

2 The great bulk of the information which follows has been derived from the 
published findings of the Federal Trade Commission on utility corporations in 
response to Senate Resolution 83, 7oth Congress 1st Session. 

3 The corporate arrangements by which the holding companies provide manage- 
ment and supervision services to their subsidiaries vary ~ridely. In some instances 
the holding company itself performs the work; in others a management company 
subsidiary to the holding company is the instrument; again, the engineering and/or 
management company is the top corporation in the pyramid. In this connection 
see Kenneth Field, “‘A Study of the Intercorporate Structure of Service Corporations 
in the Electric Light and Power Industry,” Journal of Land and Public Utility 
Economics, V (1929), 293 ff. 
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headings: (1) general supervision and management service; (2) 
construction service; and (3) special services. 

Many holding companies provide a general supervisory service 
for their operating subsidiaries. Broadly speaking the holding 
company (or its affiliate management or service company) en- 
deavors to advise and consult with the management of the operat- 
ing companies on the major problems of operation. Conferences 
and discussions are very frequent in some companies and un- 
doubtedly in certain instances this privilege is highly valuable to 
the officials of the operating companies. Besides general advice, 
conferences, discussions, etc., some companies maintain a staff of 
technical specialists solely for the benefit of the field stafis of the 
operating companies.‘ In other companies the facilities are less 
elaborate and collaboration is confined chiefly to large general 
problems. In this connection it should be noted that the degree 
of executive autonomy possessed by the officials of the operating 
companies is by no means uniform. In some groups the operating 
properties are managed almost wholly by a locally resident staff 
and the holding company officials are consulted only at infrequent 
intervals.’ At the other extreme are companies or systems in 
which almost all real power and authority are held and exercised 
by officials of the holding company. For most companies, of 
course, the arrangement is somewhere between these two ex- 
tremes. 

Such, then, is the nature of the services rendered under what is 

4The Electric Bond and Share Co., for example, maintains the following de- 
partments and divisions for its serviced companies: auditing, commercial and mer- 
chandising, comptroller, construction, corporations and law, efficiency and better- 
ments, engineering and executive, financial, foreign inspection, insurance, investi- 
gation, operating, public relations, purchasing, rate, secretarial, securities, statisti- 
cal, traffic, treasury, and valuation. 

5 This is the case in the North American Co., for example, most of whose operat- 
ing subsidiaries are located in large cities. 

6 This is alleged to be one of the most characteristic features of Associated Gas & 
Electric System according to persons directly connected with one of the public serv- 
ice commissions. In fact this commission has at times found great difficulty in dis- 
covering just where the real authority in the Associated system does rest. Not a 
few of the more important offices were found on investigation to be held by women. 
See New York State Public Service Commission Reports, Cases 7413, 6355, 7095, 
and 7371, decided June 14, 1932. 
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usually known as general supervision and management. For these 
services the holding company’s charge is a fee calculated as a per- 
centage of gross’ earnings of the operating company. In this con- 
nection attention is directed to Table I which shows the varying 
charges for as many companies as it has been possible to secure 
information. 

In the pre-depression era power and light companies in this 
country were rapidly expanding their facilities for the production 
and distribution of electrical energy. It is perhaps not surprising, 
therefore, that in addition to such management or quasi-manage- 
ment services just described it has been the common practice for 
the holding company to supervise the construction work of its 
operating subsidiaries. The amount of service and supervision on 
construction projects undoubtedly varies widely.’ The most com- 
mon arrangement, however, is for a construction company sub- 
sidiary to or affiliated with the holding company to perform the 
actual work, at least in name. The actual work done by the con- 
struction company is usually called “supervision” of construction 
and includes the hiring of engineers, perhaps the drawing of plans, 
and certain other matters in some instances. The construction 
company then bills the operating company for the full cost of the 
project plus a construction fee calculated as a percentage of the 
cost of the project, plus a further sum to reimburse the construc- 
tion company for all costs incurred by it outside of its home office. 
Table II shows the percentage of cost charged by a number of 
holding companies or by their engineering affiliates. 

7 The percentage of gross earnings arrangement is usually found, although other 
methods such as a fixed charge or a percentage of net earnings are known to exist. 
Sometimes the holding company will prorate certain of its expenses to the operating 
companies on the theory that these expenses have been incurred for their benefit. 
The North American Co. follows this practice. 

8 For example, in the Associated Gas and Electric group the contract specifically 
provides that the regular duties of the construction manager, for whose services 
7} per cent of the cost of the project was paid, did not include “the preparation of 
plans and specifications and other detailed engineering services and the field super- 
vision of construction work.” See N.Y.S.P.S.C. reports, cases 7413, 6355, 7095, and 
7371, decided June 14, 1932, p. 24. Just what was left to be done by the “engineering 
manager” in this case seems a little uncertain. 
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References for Table I: 


American Gas & Electric Co.— 
895 





Senate Doc. 92, 70th Congress, rst Session, Part 22, pp. 141 ff.; 885-87; 


Electric Bond & Share Co.—ibid., Parts 23 and 24, pp. 114-25; exhibits 4614, 4615, 4616. 

Associated Gas and Electric—N.Y.S.P.S.C. reports, cases 7413, 6355, 7005, 7371, decided June, 14, 
1932; Pp. 21-23. 

W. B. Foshay Co.—Senate Doc. 92, 70th Congress, rst Session, Part <5, pp. 353-59. 

Fitkin and General Engineering & Management Corp.—ibid., Part 41, pp. 246-50; 619-21. 

New England Power Association—ibid., Parts 31 and 32, pp. 689-92. 

Nationa] Electric Power Co.—ibid., Part 40, pp. 157, 379-81. 

North American Co.—ibid., Parts 33 and 34, p. 1,658. 

North American Light & Power Co.—ibid., Part 39, pp. 292-304. 

Southeastern Power & Light Co.—ibid., Part 27, pp. 192-05. 

Standard Gas & Electric Co.—ibid., Part 36, p. 258. 

New England Public Service Co.—ibid., Part 42 pp. 539-40. 
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ABLE II—Continued 
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References for Table II: 
American Gas & Electric—Senate Doc. 92, 7oth Congress, rst Session, Part 22, pp. 885-87. 
Electric Bond & Share Co.—ibid., Parts 23 and 24, pp. 114-25; exhibits 4614, 4615, 4616. 
W. B. Foshay Co.—ibid., Part 25, pp. 356-s9. Also Exhibits 3, 4, and 5 of Exhibit 5032. 


New England Pow 


National Electric Power Co 


er Assoc 


ibid., Parts 31 and 32, p. 862 ff. 
—ibid., Part 40, pp. 140, 379-83. 


North American Light & Power Co.—ibid., Part 39, pp. 292-304. 


Southeastern Power & Light 


Standard Gas & E 


New England Public Service 


lectric Co. 


ibid., P. 
ibid., Part 36, p. 248. 
ibid., Part 42, pp. 539-40. 


art 27, pp. 192-95. 


Associated Gas & Electric—N.Y.S.P.S.C. reports, cases 7413, 6355, 7005, 7371, decided June 14, 1932, 


PP. 23-25. 


In the present paper it is impossible to describe in detail all 
the peculiar services which particular companies have seen fit to 
establish. Brief attention may be devoted to one or two, how- 


ever. 


Insurance of the properties of its subsidiaries was handled by 
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at least one holding company. Between 1925 and 1929 the North 
American Light & Power Co. insured all the properties of its sub- 
sidiaries against fire and liability by assessing a charge to the 
operating companies based on their gross revenues. The charge 
varied from 2 per cent of gross earnings in the case of street rail- 
way and bus companies to .375 per cent of gross earnings in the 
case of natural gas companies. Of the money so paid, the North- 
American Light & Power Co. took 25 per cent and placed the re- 
mainder in a fund which was used to cover any losses suffered by 
the insured companies. Any losses incurred over and above the 
amount of the fund so created, however, were charged back to the 
subsidiary operating companies. 

Financial services of various kinds have also been relatively 
common. The investment of idle funds, negotiation of security 
sales, arranging short-term loans, and acting as fiscal and transfer 
agent, etc., are perhaps the most common services of this kind 
provided by the holding companies. For such services the holding 
company may or may not collect a specific fee.® 

Besides the regular engineering fees described above Electric 
Bond & Share Co. also performs certain special engineering work 
(designs, reports, investigations, etc.) for its serviced companies 
on a pay-roll cost plus overhead basis.’® Prior to 1929 a similar 
arrangement was in effect in the Southeastern Power & Light Co. 
(now Commonwealth & Southern Corp.). 

Associated Gas & Electric is an outstanding example of a hold- 
ing company which provides its operating companies with almost 
every conceivable service. Utilities Purchasing & Supply Corp. 
handles all purchases of apparatus, supplies, and materials. For 
this service the operating companies reimburse the supply com- 

9 Electric Bond & Share Co. performs such services for its affiliates. Electric 
Management & Engineering Corp. did the same for National Electric Power Co. and 
National Public Service Corp. 

The fees charged for the negotiation of the sale of securities in these companies 
have varied from 1} per cent to } of 1 per cent of the principal amount of the issue. 

10 The present Electric Bond and Share supervision contract provides for an over_ 
head charge of 50 per cent of the pay-roll cost of auditors and accountants, and go per 


cent for other employees, mostly engineers. Prior to 1929 the overhead charge was 
mostly in excess of go per cent of pay-roll cost. 
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pany" for all of its expenses except New York office expense and in 
addition pay a fee of 1} per cent on all purchases. 

The position occupied by Mid-State Fuel Corp. in the Asso- 
ciated system is both unique and ingenious. This wholly owned 
subsidiary of Associated has a contract extending through 1934 
with two of the largest operating companies in the system 
(Rochester Gas & Electric Corp. and Empire Gas & Electric Co.) 
whereby these companies agree to pay over to the said fuel corpo- 
ration all income received by them from the sale of coke, tar, am- 
monia, and benzol in excess of certain specified prices. In 1930 
alone the Rochester company paid the fuel corporation $470,- 
271.32 under this contract; this was more than 5 per cent of the 
gross earnings of the Rochester company in that year. 

Besides the servicing companies already mentioned Associated 
Gas and Electric Co. derives additional income from an appliance 
company, an auditing company, and a security company—all 
wholly owned by the parent organization. 


II 
There has been more than a suspicion in certain quarters that 
the fees described above have been a source of large and unwar- 
ranted profit to the holding companies which provide them. Un- 
fortunately, the information is not available which will permit the 
calculation of the percentage of profit above cost in all of the com- 
panies whose charges are listed in Tables I and II above. Never- 


** The amount of actual work done by Utilities Purchasing & Supply Corp. for 
the benefit of operating companies is somewhat uncertain. For example, New York 
State Railways was purchased by Associated interests in 1929, and as a result 
Utilities Purchasing & Supply Corp. was employed by it as purchasing agent under 
the terms described. In June, 1931, James F. Hamilton, the president of the railway 
company before Associated interests took control, testified before the New York 
Public Service Commission concerning this purchase arrangement as follows: 

Q. What was done by Utilities Purchasing and Supply Company, anything? 

A. Nothing. The purchases were made in the office with the same personnel that 

they were made with prior to the signing of the contract. 

. Did you consult with them before you made purchases? 

. Well, I think the purchasing agent occasionally went to New York and talked 
with them, but he continued to make the purchases the same and the same 
organization was kept intact as prior to that arrangement. 

Quoted in N.Y.S.P.S.C. report, case 6066 (decided June 14, 1932), p. 10 
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theless, the percentages can be calculated for many of them and 
these appear in Table III. For those companies for which data 
appear in Tables I and II but not in Table III the necessary in- 
formation is not now available. It is noteworthy, however, that 
the service charges in these latter companies do not vary greatly 
from the others and one may at least surmise that the profit per- 
centages are perhaps somewhat similar. 

One further comment on Table III is necessary. The expense 
figures in Column 4 are in certain instances considerably in excess 
of the amounts which would be allocated against service income 
(Column 2) under a proper cost-accounting analysis. But this is 
unavoidable since detailed statements of expenses are not avail- 
able. To avoid any confusion it may be noted that the percentages 
in Column 5 were obtained by expressing the resultant of the 
difference between Column 2 and 4 as a percentage of Column 4 
for each company. 

As an instance of the way things have been going let us look at 
the charges made for services by the New England Public Service 
Co. in 1930. Total charges against subsidiaries and others in 1930 
were $393,791.52. For the same period the total cost of salaries of 
officers and employees for time employed in furnishing the above 
services was $180,847.26. This is a percentage above cost of 117.7 
per cent. This large profit figure, however, was achieved primarily 
by a flat charge of $150,000 for the organization of the Maine Sea- 
board Paper Co. in connection with which there seems to have 
been no special expense. Similarly in 1926 the New England Pub- 
lic Service Co. assessed its subsidiaries $100,000 for the organiza- 
tion of the Public Service Co. of New Hampshire when the actual 
expenses were $30,859.43." 

How these service charges weigh upon an operating company 
is clearly shown by the case of the Rochester Gas & Electric Corp. 
in 1930, which was controlled at that time by Associated Gas and 
Electric. In that year the Rochester company paid for services 
the amounts shown in Table IV. 


™ See Senate Doc. 92, 7oth Congress, 1st Session, Part 42, p. 540. New England 
Public Service Co. was one of the Insull group. 
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In the same year, 1930, the gross earnings" of the Rochester Gas 
& Electric Co. were $9,627,606. In other words, the Rochester 
company in 1930 paid out for services of various kinds slightly 
more than 12.5 per cent of its gross earnings. 

A similar calculation for the six largest operating companies in 
the Associated system in New York state shows that of gross 
earnings of $37,246,762 in 1930 these six companies paid in fees 


TABLE IV 





Name of Payee Amounts 

1. Utility Management Corp. (J. G. White Man- 
agement Corp.) 23 per cent gross............ $ 375,430.56 
““Out-of-Pocket” expenses.............. 4,301.82 
2. W.S. Barstow & Co. 5 per cent of construction... 93,925.88 
“‘Out-of-Pocket” expenses................... 14,752.21 

3. Mid-State Fuel C seperation excess on sales of 
residuals over contract prices......... 470,271.32 

4. Utilities Purchasing & head Corp. 13 per cent 
Ee ey oe ee eee 41,397.04 
*“‘Out-of-Pocket” expenses.............. 3.57 

5. Associated Gas & Electric ““W forking Fund” por- 
tion of “System expenses”................ 171,684.68 
| RE SR ee ne ee er aes 15,265.19 

6. H. C. Hopson & Co. “Auditing services 5 & prep- 
acation of Maperts, etc.” . .. wi. nce aees 22,439.58 
PS oe a ene ae irctninictaek chara asaya oat ... $1,209,471.85 


of various kinds $3,983,527, or 10.6 per cent of their gross earn- 

ings."4 

In view of the many charges made by the Associated one would 
expect to find considerable service rendered. But consider the fol- 
lowing testimony before the New York Public Service Commis- 
sion: 

Q. Did The J. G. White Management Corporation perform any services or 
do anything for the New York State Railways to your knowledge, and 
if so what, during the time this contract was in effect? 

13 See N.Y.S.P.S.C. reports, cases 7413, 6355, 7095, 7371, P- 43- 

14 The six companies are New York State Electric & Gas Corp.; Elmira Water, 
Light & R. R. Co.; New York Central Electric Corp.; Empire Gas & Electric Corp.; 
Rochester Gas & Electric Corp.; Staten Island Edison Corp. See Appendix II of 
previous reference. 
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A. Nothing that was helpful. They did advance the money, but it was not 
helpful, and a few other things, but nothing helpful. 
. What did they do outside of this advance of money? 
. Called up on the telephone occasionally and asked different information, 
and so forth. 
Q. Did they ever send any one there to advise you or assist in the manage- 
ment or operation of the road? 
A. No sir.*5 
But the operating company (New York State Rys.), at least in 
this case, had no choice in the matter of the contract; the contract 
was forced upon them. The same witness quoted above also testi- 


, = 
<a 


fied before the Commission as follows: 

At the first meeting it (the contract with the J. G. White Management 
Corporation) was brought up, and some of the directors objected to it 
through my protest, and it was deferred. I had a further talk with Mr. Par- 
dee and he said that that was their system and it must be put into effect, and it 
was brought up then, I think, at an executive committee meeting and ap- 
proved, and I was instructed or authorized to sign it." 

IV 

From the standpoint of the operating companies the general 
supervision and service charges have been treated as operating 
expenses.'? As such, of course, they are an important factor in the 
determination of a fair return. 

Construction fees have been treated variously. Most commonly 
the construction fee is debited to the fixed asset accounts and an 
equal credit set up in favor of the holding company, either di- 
rectly, or indirectly through a subsidiary constructicn company. 
In the case of the North American Light & Power Co., 1924-29, 
however, the debit to fixed assets was offset by a credit to general 
expense. Just how this peculiar accounting procedure™ could have 
been justified is not clear, but it is long since the precepts of ac- 

5 N.Y.S.P.S.C. report, case 6066, decided June 14, 1932, p. Io. 

© Tbid., p. 9. Writer’s italics. 

17 Sometimes a portion of the supervision fee is charged to capital assets. For 
example, in 1927 Northern States Power Co. of Minnesota charged 41.4 per cent of 
its supervision fee to construction. The service company in this instance was Byl- 
lesby Engineering & Management Corporation. See Senate Doc. 92, 7oth Congress, 
1st Session, Part 43, p. 537. 

8 A similar arrangement was adopted by National Public Service Corp. in 1929. 
See Senate Doc. 92, 70th Congress, 1st Session, Part 41, p. 250. 
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counting theory have been an effective bar to the aims and ambi- 
tions of certain of our utility magnates. 


V 


In view of the foregoing it seems clear that regulation by state 
commissions has been an ineffective check upon excessive charges 
by holding companies. While in certain instances, perhaps, this 
ineffectiveness may be charged up to slackness and inefficiency in 
the commissions themselves, on the whole the causes of the situa- 
tion have been beyond their control. 

In the first place most commissions have neither the time nor 
the funds to investigate each case thoroughly. A moment’s re- 
flection will show how extremely difficult it must be for a public 
service commission in the state capital to determine the fairness 
and reasonableness of an engineering supervision charge on a con- 
struction project, involving perhaps the expenditure of some mil- 
lions of dollars, in some remote corner of the state. But the com- 
missions are charged with the duty of passing upon not only the 
fee for this one project but upon the fees for many projects being 
carried on simultaneously in the state by perhaps a score of dif- 
ferent interests. In the absence of any convenient yardstick by 
which to measure the fairness of the charges the commission is 
most likely to accept them, and hope and trust that all is well. In 
most of our states the inadequate budgets’? of the commissions 
do not permit them to do much else. 

Where the commissions have sought guidance from the courts 
in the matter of the reasonableness of holding company charges 
the general rule, until very recently, was the market value of the 
services. If it could be shown that the cost to the operating com- 
pany was no greater than the value” of the service to it, or, no 
greater than the price the company would pay for similar service 
from some non-affiliated company, then, the charge was assumed 

"9 This point is investigated in considerable detail in chap. vi of W. E. Mosher, 
and F, G. Crawford, Public Utility Regulation (New York: Harpers, 1933), particu- 
larly pp. 69 and 72. 

20 That the term “value of service” is hazy at best is well known. In this connec- 


tion see, Eleanor Heyman, “The Value of the Service,” Journal of Land and Public 
Utility Economics, 1X (August, 1933), 252-65. 
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to be fair. This is the view expressed in Houston v. Southwestern 
Bell Telephone Co., 259 U.S. 318, 42 Sup. Ct. 486 (1922). But 
services of the kind under discussion here have no market where a 
fair competitive price could perhaps be determined. Furthermore, 
it is unsatisfactory to compare the charges of holding company A 
with those of company B to prove the fairness of A’s charges un- 
less it first be shown that B’s charges are fair and that substantial- 
ly the same services are rendered in each case.” 

The realization that the market value of the services, as in- 
terpreted by the courts, is an unsatisfactory test of their fairness, 
has led many persons to advocate cost of service as the test. Per- 
haps influenced in part by the arguments of these critics, the 
United States Supreme Court has recently ruled in two cases that 
cost of service must be considered. In the now much-quoted 
Smith?’ case Chief Justice Hughes wrote in part, “‘. . . . we see no 
reason to doubt that valuable services were rendered by the 
American Company, but there should be specific findings by the 
statutory court with regard to the cost of these services to the 
American Company..... ” And again, “In rate proceedings, the 
cost and profit to the affiliate of managerial or supply contracts 
may be considered in determining the price paid by the utility.”’ 
A similar opinion was voiced by the court in Western Distributing 
Company v. Public Service Commission of the State of Kansas et 
al.,?4 285 U.S. 119 (1932). 

2 Also, Missouri ex rel. Southwestern Bell Telephone Co. v. Public Service Com- 
mission, 262 U.S., 276 (1923). 

22 See J. C. Bonbright, and G. C. Means, The Holding Company (New York: Har- 
pers, 1932), pp. 182-85 for an elaboration of this point. 

23 Smith v. Illinois Bell Telephone Co., 282 U.S. 133-62 (1930). 

24In this case Mr. Justice Roberts wrote, “All of these facts so averred in the 
pleadings would be far more persuasive with respect to the propriety of the rate if 
the parties were independent of each other and dealing at arm’s length. Where, 
however, they constitute but a single interest and involve the embarkation of the 
total capital in what is in effect one enterprise, the elements of double profit and of 
the reasonableness of inter-company charges must necessarily be the subject of in- 
quiry and scrutiny before the question as to the lawfulness of the retail rate based 
thereon can be satisfactorily answered.” 

This is a distinctly different attitude from that assumed by the court in North- 


western Bell Telephone Co. v. Spillman 6F (2a) 663 (D. Neb. 1925) where it was held 
that, “The presumption is that this contract was entered into in good faith and in 
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Even though the Supreme Court has ruled that cost of service 
is to be considered in determining the propriety of service charges, 
two difficulties still remain. First, it is extremely difficult to as- 
sign the cost of a service organization to particular operating com- 
panies.*> And yet the state commissions are concerned only with 
those subsidiaries of the holding company doing business in their 
particular state. In order to determine the cost of service for par- 
ticular operating units, in all probability all the activities of the 
holding company would have to be examined. But this would be 
prohibitively expensive for the state commissions. The second 
difficulty concerns the resistance the commissions would have to 
overcome in order to secure the necessary cost information from 
the servicing company. Heretofore, at least, the holding com- 
panies, as foreign corporations, have been able to erect sufficient 
legal obstacles to block the efforts of the commissions in this direc- 
tion.” It is not unlikely that similar legal tactics will be employed 
in the future. 

The earlier portions of this paper have demonstrated that in 
most cases, where the information was available, the holding com- 
panies have derived considerable profit from the servicing of their 
subsidiaries or affiliates. These profits were taken, moreover, de- 
spite the fact that state regulation was supposedly in operation to 
prevent such possibilities. While in part the commissions have 
been handicapped by the decisions of the courts it does not seem 


the exercise of a proper discretion by the officers of both corporations. To overcome 
this presumption it was incumbent on the defendants (state authorities) to show 
that the contract was not made in the exercise of a proper discretion by the plain- 
tiff’s officers.” Quoted by David E. Lilienthal, “Regulation of Utility Holding Com- 
panies,” 29 Columbia Law Review, 419 (1929). 

2s According to the Comptroller of the American Telegraph and Telephone Co. it 
is impossible to determine the costs of service to separate companies. See Lilien- 
thal, loc. cit., p. 198. 

% For example, counsel for the Associated Gas & Electric stated before the 
N.Y.S.P.S.C., “The Commission knows our position. I imagine the Commission 
knows our position with reference to making proof of the cost of service to the Com- 
pany. We are not obliged to make it, and we don’t intend to make it. I am not 
making a short answer to anyone.” N.Y.S.P.S.C. reports, cases 7413, 6355, 7°95» 
7371 (decided June 14, 1932), p. 10. See also ibid., p. 14, for another instance of the 





same attitude. 
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likely to the present writer that the court ruling in the Smith case 
in itself will sufficiently provide for effective regulation of service 
and supervision contracts. It would appear that only some form 
of federal regulation of holding companies can provide the protec- 
tion that is most urgently needed. Possibly a federal fact-finding 
body, acting as a clearing house of information for the state com- 
missions would be quite sufficient. Without more careful analysis 
it is impossible to determine. 

Recent action on the part of two of the larger holding company 
systems suggests that perhaps the electric power and light indus- 
try itself is adopting a more critical attitude toward service and 
supervision contracts. Commonwealth & Southern Corp. and Ni- 
agara Hudson Corp. recently have eliminated all profit-making 
services from their systems.?7 Whether this practice is to be adopt- 
ed voluntarily by the industry as a whole remains to be seen. 


27 In 1929 Electric Bond & Share Co. substantially reduced its charges for serv- 
ices. Whether services still continue to yield a profit is not known. 








TRENDS IN THE WHOLESALE MEAT BUSINESS 
OF SAN FRANCISCO 
E. T. GRETHER' 


ARKETING conditions vary so decidedly between 
commodities and regions as to make broad generaliza- 
tions treacherous, particularly when derived largely 

a priori rather than from realistic studies. For this reason it is 
agreed among students that healthy progress in the study of 
marketing can come only from a basis of specific commodity and 
regional investigations. The regional factors are co-equal in im- 
portance with commodity characteristics in determining varia- 
tions in marketing structure and methods in the United States 
due to the broad distances and geographical differences. 

This paper has as its purpose the analysis of the trade structure 
and outstanding tendencies in the wholesale meat business in San 
Francisco. San Francisco, as the largest distributing center in 
wholesale and foreign trade on the Pacific coast, is the key point 
of the western market. This study is limited to the “‘wholesale” 
phase of the meat business since it may be assumed that the 
forces emanating from the producing factors or from the retail 
consumption markets will be focused here. The term “wholesale”’ 
is used to include all phases of the marketing of meats between the 
livestock markets and the retail mechanism which makes the 
contact with the consumers; i.e., this study encompasses the mar- 
keting activities of packers, brokers, wholesale butchers, jobbers, 
hotel supply companies, ham and bacon plants, and sausage and 
specialty manufacturers. 

Typically, an uninformed person conceives the meat business 
to be monopolized by the “Big Four.’’ Even after reading the 
available general materials we would commonly assume that 
meats reached the consumer through direct channels from the 
large middlewestern or regional packers to the retailers. Of 

* Department of Economics, University of California, Berkeley, California. 
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course, in the discussions of the meat business there was some 
mention of “wholesale slaughterers,” “jobbers,” “hotel supply 
companies,” etc., but all very much overshadowed by the domi- 
nance of the large packers. 

Probably the emphasis in marketing literature is justified by 
eastern and middlewestern conditions. It is reasonably accurate 
as far as the smoked and cured meat trade in San Francisco is 
concerned; but decidedly untrue of the fresh meat business. In 
San Francisco the larger packers are outstanding factors in the 
smoked meat business, apparently because pork products origi- 
nate largely in the Middle West and lend themselves to carrying 
both through space and time. In this field, too, trade marking 
and packaging have made for a considerable amount of control 
over the channels of distribution due to consumer recognition and 
preference. Fresh meats, on the contrary, originate from local 
slaughter and in this field as yet the larger packers are playing a 
minor réle, for local packers, slaughterers, and jobbers contribute 
the larger portion of the supply, and give no evidence of yielding 
this position in the near future. 

Table I portrays the number of wholesale meat enterprises in 
each class of the fresh- and smoked-meat business from 1900 to 
1930. Table II indicates the rate of entrance and withdrawal 
from each class throughout the thirty-year period. These two 
tables in summary fashion will afford the reader a general con- 
ception of the nature of the trade structure and the outstanding 
tendencies between types in so far as these are indicated by this 
statistical portrayal. Obviously, the more pertinent information 
can be obtained only from the investigation of the individual 
firms involved. Quantitatively speaking, however, the following 
trends are noteworthy: 

1. The negligible number of meat packers in the fresh-meat 
business throughout the entire period. 

2. The decline in the number of wholesale butchers. 

3. The rising number of jobbing butchers. 

4. The increase in the representation of out-of-town packers 
through their branches in the cured-meat business. 
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5. The gradual growth in numbers of independent ham and 


bacon plants. 
TABLE I 


NUMBER OF WHOLESALE MEAT ENTERPRISES IN EACH CLASS IN 
SAN FRANCISCO, 1900-1933 
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* The figures for the sausage and specialty manufacturer should be considered as only roughly 
illustrative, for there is a constant movement of small one- and two-man enterprises in and out of the 
field which it is impossible to check accurately, especially historically, due to absence of listing from the 
directories. Also there is the complication of the intermingling of wholesale and retail business. 


6. The constant presence of a considerable number of local 
sausage and specialty manufacturers. 
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The “Big Four” or “Big Five’ of the Middle West have not 
been directly engaged in the fresh-meat business of San Francisco, 
except through experimental subsidiary relationships, throughout 


TABLE II 


NUMBER OF ENTERPRISES ENTERING AND LEAVING THE WHOLESALE 
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this thirty-year period. In the year 1900 the Swift family as such 
(i.e., not Swift & Co.) owned the controlling interest in a meat- 
packing house; but it was not until January, 1932, that a transfer 
was made to Swift & Co. Again, three of the Chicago packers 
had been interested in a concern established in 1912 but relin- 
quished their control to local interests in 1921, when a new local 
packer developed out of the reorganization. However, as indi- 
cated above, the out-of-town packers have become increasingly 
important in the sale of cured and packaged meats through 
branch houses. The interesting problem is their absence from lo- 
cal slaughter. Since the year 1901 there have been from one to 
three local packing interests slaughtering in San Francisco. 

Of the resistances to the intrusion of foreign packers the most 
important during the early period were the Miller and Lux inter- 
ests. At the peak of the power of Henry Miller the partnership 
owned or leased roughly a million acres of land and ran a million 
head of cattle. As a result of these immense land and cattle hold- 
ings the partnership dominated the San Francisco market. Much 
of the drama of the early cattle, hide, and meat business is epito- 
mized by the colorful figure of Henry Miller who started as a 
German “butcher boy” and ended a “cattle king.” Stories linger 
concerning the rivalry of the Swifts and Miller; suffice it to say, 
Miller was in the stronger position with his control of cattle land 
and won this battle as he had many others even though the Swift 
family kept a thorn in the side of the Miller and Lux interests 
following the year 1893. Miller and Lux obtained a virtual 
monopoly in the: unsettled conditions after the earthquake and 
fire of 1906 and held a dominating position until 1920 when the 
business was sold. The death of Henry Miller and changed land 
conditions? making it unprofitable to operate the huge acreage 
thus removed one barrier to foreign intrusion. 

Probably few American cities contain a district similar to 
San Francisco’s “butchertown”’ where the wholesale slaughterers 
have carried on their fresh-meat activities since the late ’60’s. 

2 It is interesting to note that the Swift interests have leased some of the Miller 


and Lux land for cattle raising purposes. Another San Francisco firm still retains 
an interest in cattle growing. 
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One would reasonably anticipate that there would be a large 
amount of local slaughtering in a cattle producing area with a 
rapidly growing consuming population. During the early period 
before the year 1900 and down until the fire of 1906 the whole- 
sale slaughterers increased in numbers and strength. By 1920 the 
process of merging and of withdrawal had reduced the number to 
ten; and there has been no significant change since. “Butcher- 
town”’ is still the largest single source of fresh meat for the San 
Francisco market and it may be expected to continue as such. 
For years, however, there has been evidence of decay both in the 
reduction of numbers without a proportionate increase in size and 
in the slowness with which modern facilities have been provided. 
However, the firms are old, and have a deep trade rooting. Also, 
they operate under city inspection which may give them a slight 
killing advantage since not all of the rules of Federal inspection 
are enforced. 

It is to the jobbers that we must look if we focus our appraisal 
of forces properly, for they have been so actively and flexibly 
adapting themselves to new conditions as to raise themselves 
from an inferior réle to one approaching dominance. 

The traditional division of labor in the marketing of fresh meats 
took the following form: 

1. The packers and wholesale butchers, although willing to sell 
to all buyers, sold primarily to jobbers and retailers and made 
no serious bid for the restaurant, hotel, steamship, hospital, and 
miscellaneous institutional trade. 

2. The jobbers buying from the packers and wholesalers oper- 
ated cutting rooms for the institutional trade and became special- 
ists in it. Since there have been no hotel supply companies (ex- 
cept in one instance) operated by packers, the jobbers had very 
little competition outside their class. 

As San Francisco conditions actually shaped themselves the 
jobbers bought largely from the wholesale slaughterers in butch- 
ertown. The initial growth in numbers and in strength of the 
jobbing butchers parallels the development of restaurant, hotel, 
and institutional trade as San Francisco grew industrially and 
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commercially and became a popular resort for tourists. Neither 
the packers nor the wholesale butchers were in a position to pro- 
vide for the cutting and servicing required to serve this trade. 
But the jobbers refused to confine their purchases to local 
slaughterers or their sales to the institutional trade. The break- 
down of large ranch holdings had provided the basis for wide- 
spread local slaughtering in the state; so much so that even now 
there are 1,350 to 1,500 such slaughterers. These sources of fresh 
meat have become increasingly important for the San Francisco 
jobbers and have given them a bludgeon to wield over the local 
wholesalers. Slaughterers in the state within a range of 150 miles 
seem to find it profitable (at least they are willing) to bring in 
automobile truckloads of carcasses. 

While the motor truck was thus assisting the jobber strategi- 
cally in the market, it became obvious that he had a peculiar ad- 
vantage in serving the retail trade. His restaurant and hotel 
business giving him an outlet for the better grades of cuts make 
it possible for him to sell the lower grades to the retailers at 
prices no one else could meet. Hence, the jobbers have been 
strengthening their position in the retail business too. It is ex- 
tremely pertinent, also, that the jobbers for the most part are 
wealthy men with excellent financial backing, able to provide 
cold-storage facilities, to carry large reserve stocks, and to ad- 
vance long-term credits to their customers. Very significant, also, 
is the fact that the jobbers customarily have contact with the 
chefs, stewards, and the like in the restaurants and other institu- 
tions and have through these informal, personal relationships es- 
tablished connections difficult for others to break. This particular 
situation is peculiarly important in San Francisco due to the un- 
usually heavy restaurant and hotel business and cosmopolitan na- 
ture of the population. 

Owing to the strengthening of the jobbers, particularly to their 
aggressive solicitation of the retail trade, friction has developed 
with the wholesalers. The wholesale butchers in retaliation have 

3 These factors are discussed by the writer in an article entitled ““Market Factors 
Limiting Chain Store Growth” in the Harvard Business Review, X (April, 1932), 
323-32. 
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begun in a small way to invade the jobber’s vested field, i.e., the 
institutional trade. It appears, though, that the jobbers have 
little to fear since their buying flexibility together with their es- 
tablished connections plus very close co-operation make them 
relatively impregnable. In fact, one of them stated that it would 
require ‘‘$10,000,000 to put them out of business, and then at the 
first opportunity they would all be back again!” 

Thus, at present in the wholesale marketing of meats in San 
Francisco it is only in the field of cured and processed meats that 
conditions are at all similar to what is commonly assumed 
“typical.”” In the fresh-meat business the dominance is shared by 
an active, alert, group of jobbers which has been growing increas- 
ingly significant, and a compact body of local slaughterers, old, 
well-established factors in the trade. The motor truck has given 
the jobbers easy access to local slaughtering within a radius of 
150 miles, thus placing a powerful weapon in their hands to 
wield on the other trade factors, particularly the wholesale butch- 
ers. The big middle western packers are only now entering direct- 
ly into the fresh-meat business by the transfer of a local packing 
plant formerly largely owned by the Swift family to Swift and 
Company. It is too early to know whether this ownership change 
will be followed by any fundamental shift in trade alignments, 
but there is little basis for assuming any drastic changes as long 
as fresh meats are sold and produced as at present. 

In the near future changes of any radical consequence may 
arise out of two general developments: (1) frozen meats, (2) the 
activities of chains and buying groups in the meat business. To 
date the frozen-meat business is only in embryo and no major 
development is predicted for the immediate future. Until now, 
specialty chain stores in the retail meat business are practically 
non-existent but meat departments are becoming increasingly 
essential to the grocery chain stores in their efforts to establish 
themselves as complete food markets. However, the chains have 
not indicated any desire locally to enter the packing or slaughter- 
ing business (except in the poultry business and even here the 
plan has been dropped) and have for the most part scattered 
their purchases of fresh meats widely in order to maintain access 
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to the standard cuts which they demand. The co-operative retail 
buying groups have not entered the meat field at all. 

Thus, finally, the wholesale meat business in San Francisco has 
followed the general trend toward concentration in the hands of 
larger operators and toward closer contractual and integrated 
channels of distribution only as far as smoked and processed 
meats are concerned; in the fresh-meat field the local wholesale 
middlemen dominate the business, and apparently would yield this 
position only under pressure of forces which give no evidence of 
arising at present. In view of the prevalent notion of the “elimi- 
nation of the middleman” it is peculiarly interesting that in the 
distribution of fresh meats in San Francisco wholesale middlemen 
not only are not being forced out, but are strengthening their 
position. Equally interesting is the fact that it is the “jobber” in 
the original sense (i.e., the cutter-up and dealer in job lots), who 
has gained most in recent years while the “wholesaler” who 
handles the entire carcass has yielded perceptibly before the 
jobbers. 











THE PRICE-EFFECT OF STOCK RIGHT ISSUES 
JAMES C. DOLLEY' 


HE use of stock rights by American corporations as a con- 
venient and inexpensive device for raising new capital 
funds has been so frequent since 1920 as to be common- 
place. To the investor, perhaps the most interesting phase of this 
corporate practice is the reaction of the stock market as to the 
price both of the common stock and of the rights themselves. 
Hitherto, it has been generally believed that the market price of a 
common stock tends to rise following the date of announcing a 
forthcoming issue of stock rights; that the market price of a stock 
going ex-rights does not as a rule decline to the extent of the full 
parity value of the right; that the market value of a right tends to 
be less than its parity value; and that the market value both of 
the stock ex-rights and of the right itself tends to decline during 
the subscription period.” 
Apparently, these conclusions have been based upon three 
quantitative studies of stock right issues, all of which are now 


considerably out of date. The earliest of these studies was that of 
T. W. Mitchell, prepared in 1905, in which the use of stock rights 
by five leading railroad companies was analyzed.’ This analysis 
was brought up to date in 1910 by S. S. Burgunder and extended 
to include nine railroad companies, the American Telephone and 
Telegraph Company, and the United Gas Improvement Com- 
pany.‘ E. G. Mears, in an unpublished thesis submitted to the 


t Associate Professor of Banking, The School of Business, The University of 
Texas. 

2 These opinions have been variously and cautiously advanced by the following 
writers: A. L. Bishop, The Financing of Business Enterprises, p. 365; A. S. Dewing, 
The Financial Policy of Corporations (rev. ed.), p. 859 et seq.; C. A. Dice, The Stock 
Market, chap. xi; C. W. Gerstenberg, Financial Organization and Management 
(2d ed.), p. 347; E. E. Lincoln, Applied Business Finance (4th ed.), p. 212; and 
R. W. Schabacker, Stock Market Theory and Practice, p. 370. 

3 T. W. Mitchell, “Stockholders Profits from Privileged Subscriptions,” Quarterly 
Journal of Economics, February, 1905, Vol. XIX, p. 231. 

4S. S. Burgunder, “The Declaration and Yield of Stockholders Rights,” Annals 
of the American Academy of Political and Social Science, XX XV (1910), 554. 
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faculty of the Harvard University Graduate School of Business 
Administration in 1912, made a more direct analysis of the price- 
effect of stock right issues. This study presented data on g1 indi- 
vidual right issues, of which 47 were issued by railroad companies 
and 44 by industrial corporations.’ Since 1912, no attempt at an 
exhaustive analysis of the price-effect of right issues has been un- 
dertaken so far as the writer knows. 

The general applicability of the conclusions reached by Messrs. 
Mitchell, Burgunder, and Mears have been open to some question, 
partly because their studies embraced relatively small samples of 
stock rights and partly because they related to periods in which 
the volume of stock trading was at a comparatively low level. The 
present study was undertaken with a view to overcoming these 
objections, in the hope that the deductions of the earlier writers 
with respect to the price-effect of stock-right issues could be defi- 
nitely substantiated or controverted. A broad and diversified 
sample of stock-right issues, therefore, was selected from those 
issues appearing in the period 1920-30, and the market reaction to 
each issue was recorded. In the following pages, the results of this 
rather laborious tabulation are presented. 


STOCK RIGHTS DISTINGUISHED FROM 
PRIVILEGED SUBSCRIPTIONS 

In any discussion of stock rights, it is necessary to distinguish 
clearly between stock rights proper and privileged subscriptions. 
The term “privileged subscriptions” includes all offers to sub- 
scribe to new securities, whether to stocks, bonds, or notes, ex- 
tended by a corporation to its security holders. Such offers are 
termed “privileged”’ because the old security holders of the issuing 
corporation are given the first opportunity to purchase the new 
stocks or bonds, and presumably, at prices somewhat below cur- 
rent market values. The variety of privileged subscriptions is al- 
most endless. Common stockholders may be given the privilege 
of subscribing for new common stock, preferred stock, or bonds of 
the issuing corporation. Or they may be granted the first oppor- 
tunity to purchase a stock or bond issue of some affiliated or sub- 
5 The results of Mears study are summarized briefly by Professor Dewing in his 

Financial Policy of Corporations (rev. ed.), p. 860. 
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sidiary corporation. Similar privileges may be granted to the 
preferred stockholders or to the bondholders of the issuing com- 
pany. Not infrequently, privileged subscriptions relate to units 
of assorted stocks and bonds.° 

The term “stock rights,” on the other hand, refers to a single 
class of privileged subscriptions, namely, those which are issued by 
a corporation to its stockholders under the so-called pre-emptive 
right. In other words, stock rights include only those privileged 
subscriptions to which the stockholders are equitably and legally 
entitled by common and/or statute law. Other privileged sub- 


6 The following illustrations suggest the variety of privileged subscriptions. 

The Republic Motor Truck Company collateral sinking fund gold debenture 6}s 
of 1937 were issued carrying stock purchase warrants which entitled the holder of 
each $1,000 bond at any time on or before June 30, 1928, to purchase 200 shares of 
the Republic Motor Truck Company common stock at $5.00 per share. 

The New York, New Haven and Hartford Railway Company, in October, 1927, 
issued privileged subscriptions to the holders of its 6 per cent convertible debenture 
bonds of 1948, permitting them to subscribe for new 7 per cent cumulative converti- 
ble preferred stock at $100 in the ratio of 2} shares for each $1,000 bond. 

The holders of the 7 per cent cumulative convertible first preferred stock of the 
Celanese Corporation of America, in March, 1928, were permitted to subscribe for 
new 7 per cent cumulative prior preferred stock at $100 in the ratio of one new share 
for each ten old shares held. 

The Chicago, Rock Island and Pacific Railway Company issued privileged sub- 
scriptions both to its preferred and common stock holders of record March 7, 1930, 
permitting them to subscribe for new 4} per cent convertible gold debentures of 1960, 
at $95 and accrued interest to the extent of 25 per cent of their stock holdings. 

The American Ice Company, in 1927, issued to its preferred and common stock 
holders privileged subscriptions permitting them to purchase new no par common 
stock at $25 per share in the ratio of 16/25 of a new share for each old share held. 

Abraham and Strauss, Inc., issued to its common stock holders of record October 
15, 1928, privileged subscriptions permitting them to purchase new 5} per cent de- 
bentures of 1943, in the ratio of one $1,000 bond for each 30 shares held. 

United Cigar Stores of America offered to its common stock holders of record 
May 14, 1927, privileged subscriptions permitting them to subscribe for new 6 per 
cent cumulative preferred stock at $1009. 

The Royal Baking Powder Company issued to its common stock holders of 
record October 11, 4928, privileged subscriptions permitting them to subscribe for 
one unit consisting-of 2 E. W. Gillette common shares, 1 American Maize Products 
7 per cent preferred, and 2 American Maize Products common shares at $500 per 
unit in the ratio of one unit for every 10 shares of common stock held. 

The Pennsylvania Railway Company issued privileged subscriptions to its com- 
mon stock holders of record May 10, 1929, permitting them to purchase common 
stock of the Pennroad Corporation at $15 in the ratio of one share for each two old 
shares held. 
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scriptions may or may not be extended to corporate security hold- 
ers, the option resting wholly with the corporation itself, but the 
privilege of subscribing to a new issue of securities which is sub- 
ject to the pre-emptive right must first be offered to the holders 
of that right. 

Space limitations preclude any attempt here at a thorough dis- 
cussion of the pre-emptive right and its varied applications.’ Suf- 
fice it to say that the pre-emptive right is that right attaching to 
all owners of corporate stock which votes and/or has an equity 
in the corporate surplus, permitting them to subscribe pro rata 
for the shares of any subsequent stock issue which votes and/or 
shares in surplus before such stock is offered to the general public. 
The object of the pre-emptive right is to protect minority stock- 
holders from possible abuse by the controlling stockholders 
through the subsequent issuance of voting and/or surplus sharing 
stocks to the public.® 

Such subsequent stock issuance could injure the position of the 
old shareholders in three specific ways. If the new stock issued 
were voting stock, the voting control of each old shareholder 
would be reduced proportionately. If the new stock should share 
ratably in the corporate surplus, the book value per old share of 
stock would be lowered unless the new stock were sold at a price 
equal to or higher than the previously obtaining book value. Of 
more practical importance, the sale of new stock which shares 
ratably in surplus would lower the market value of the old shares 
unless the new stock were sold at a price equal to or greater than 
the previously obtaining market price. The pre-emptive right 
protects the minority stockholders from these possible abuses to 
the extent that it guarantees to them the opportunity to sub- 
scribe for any subsequent issues of stock which might thus impair 

7 For excellent discussions of the pre-emptive right from the legal viewpoint, see: 
Morawetz, “The Pre-emptive Right of Shareholders,” 42 Harvard Law Review 


(1928), 186; Fry, “Shareholders’ Pre-emptive Rights,” 38 Yale Law Journal (1929), 
563; Drinker, “The Pre-emptive Right of Shareholders,” 43 Harvard Law Review 
(1930), 586. 

8 The availment of the right presumes, of course, that the various equities of the 
individual shareholders have already been definitely crystallized; the right, there- 
fore, could not possibly apply to the original flotation of the stock of a newly organ- 
ized corporation. 
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their position, and to subscribe in proportion to their holdings of 
old shares. Should they elect to exercise these subscription 
privileges or stock rights, they will at once maintain their pro- 
portionate voting control over the corporation and their equity in 
the corporate assets. On the other hand, should they elect to sell 
their stock rights in the market, they will obtain a cash payment 
in compensation for the injury suffered.’ 

The pre-emptive right clearly attaches to all holders of com- 
mon stock, with the exception, perhaps, of some few non-voting 
non-participating senior common stocks. Likewise the right, with 
qualifications, applies to holders of voting and/or surplus sharing 
preferred stocks. With the possible exception of some few senior 
common stock issues, all new issues of common stock, whether 
newly authorized or previously authorized and unissued, together 
with all new issues of voting and/or surplus sharing preferred 
stocks would be subject to the pre-emptive right. Possibly, also, 
all new issues of securities which could be converted into voting 
and/or surplus sharing stocks would be subject to the pre-emptive 
right. 

It can be seen, therefore, that many privileged subscriptions 
cannot be classed as stock rights, although, obviously, the great 
majority will fall into that category. Numerous border-line cases 
can be found which might or might not be classed as stock rights 
depending upon the peculiar circumstances surrounding each 
case. 

SAMPLING PROCEDURE AND DESCRIPTION OF SAMPLE 

In attempting this price-effect analysis, only simon pure stock 
rights were considered, all borderline cases being excluded. Ac- 
cordingly, nothing but privileged subscriptions issued to common 
stockholders permitting them to subscribe for additional common 
stock of the identical corporation were included in the sample. In 
order to obtain this sample, all of the common stocks listed on the 

9 The pre-emptive right may be waived in at least three ways. The statute law of 
a state may deny the right to stockholders generally except where it is specifically 
granted by the individual corporate charter. Thus reads the present Indiana law. 
Or, the corporate charter may specifically deny the right to one or more classes of 


stockholders. Finally, the stockholders themselves may by vote waive their pre- 
emptive right to a particular stock issue. 
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New York Stock Exchange as of December 31, 1930, were taken. 
The history of each of these stocks was then traced back through 
Poor’s and Moody’s Manuals from December 31, 1919, to Decem- 
ber 31, 1930, and every privileged subscription issued to these 
various stocks during that period was carefully recorded.” A 
total of 422 privileged subscriptions were found. This total can- 
not be reckoned, of course, as a complete coverage of the Decem- 
ber 31, 1930, stock list, as the Manuals failed in some instances to 
present complete histories of the stocks. Other privileged sub- 
scriptions doubtless were overlooked inadvertently. 

All price quotations for the stocks and the stock rights were 
taken from the New York Times. As might have been expected, 
the labor involved in procuring some twelve price quotations for 
each stock and eight quotations for each stock right was con- 
siderable. Particular difficulty was encountered in discovering the 
record dates for the individual right issues as the Manuals failed 
to report such dates in many instances. For many right issues, 
price quotations were unobtainable as the stocks either were not 
listed at the time of right issuance or else were very inactively 
traded. 

Of the 422 privileged subscriptions recorded, 303 were stock 
rights permitting common stockholders to subscribe for addi- 
tional common stock of the right issuing corporation. The re- 
maining 119 cases represented privileges to purchase a wide vari- 
ety of corporate securities, and accordingly they were omitted 
from the sample used in studying price-effects." The size of the 

%° Most of the laborious detail involved in collecting this broad sample of stock 
rights and the incidental price quotations was performed by Mr. Othel J. Curry in 
the preparation of an unpublished thesis for the degree of Master of Business Ad- 
ministration at the University of Texas. The thesis was written under the writer’s 
supervision and is a most creditable piece of research work. 

11 In 19 cases, the privileges, issued to common stockholders only, permitted the 
purchase of bonds or notes of the right issuing corporation; in 34 cases, the purchase 
of preferred stocks of the right issuing corporation; in 7 cases, the purchase of 
units consisting of the shares of two or more stocks of the issuing corporation; in 13 
cases, the purchase of the common stock of an affiliated corporation; in 1 case, the 
purchase of the preferred stock of an affiliated corporation; and in 3 cases, the pur- 
chase of units of preferred and common stocks in affiliated corporations. In 39 cases, 


subscription privileges were issued to the holders of both preferred and common 
stocks. In 28 of these latter cases, the privileges were to purchase common stocks 
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sample indicates the frequency with which American corporations 
resorted to right issues during the post-war period. Of the 837 
common stocks listed on the New York Stock Exchange as of 
December 31, 1930, not less than 194, or 23 per cent of the total, 
received one or more stock rights during the preceding eleven 
years. In 48 cases, two stock rights were received during the 
period; in g cases, three rights were received; in 6 cases, four 
rights were received; in 2 cases, five rights were received; in 1 case, 
six rights were received; and in 2 cases, seven stock rights were 
received.” 

Table I presents a classification of the 303 stock right issues 
according to industries. Practically every basic industry in the 
country is represented by one or more right issues. The striking 
predominance of industrial stocks in the sample, 83 per cent of the 
total, was to be expected in view of the tremendous expansion of 
industrial corporations which took place in the post-war period 
and the higher business risk of industrials which compels them to 
finance expansion largely with common stocks. The relatively 
small number of stock rights issued by railroad companies reflects 
the general overdevelopment of that industry. It might be added 
that most of the “‘finance and insurance”’ rights were issued by in- 
vestment trusts and most of the utility rights were issued by util- 
ity holding companies. 

Table II classifies the sample of 303 stock rights according to 
the years in which the rights were issued, the right issues being 
classified according to record dates. The effect of the business 


of the issuing corporation, in 6 cases to purchase preferred stocks, in 2 cases to pur- 
chase bonds, in 2 cases to purchase units of preferred and common stocks, and in 1 
case to buy the common stock of an affiliated corporation. In addition, 3 privileged 
subscriptions were issued to preferred stockholders only, permitting them to pur- 
chase additional preferred stock of the issuing corporation. 


Both the Borden Company and the City Ice and Fuel Company issued five 
stock rights during the period 1920-30; the International Telephone and Telegraph 
Company issued six such rights to their common stockholders. The Detroit Edison 
Company and the Newport Company each issued seven stock right issues during the 
period. However, the Southern California Edison Company and the Public Service 
Corporation of New Jersey, of the 837 stocks studied, made the most frequent use of 
privileged subscriptions during the years 1920-30, each issuing ten such subscrip- 
tions, most of which permitted the purchase of various classes of preferred stocks. 
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cycle is plainly seen in the marked decrease in the number of right 
issues recorded for 1921 and 1930, and the tremendous increase in 
right frequencies in 1928 and 1929. The tabulation would suggest 





TABLE I 


CLASSIFYING THE SAMPLE OF 303 STOCK RIGHTS ACCORDING 
TO THE INDUSTRY OF THE ISSUERS 


























Ind Number of Per Cent of 
ay Stock Rights | Total Number 

Industrials 
SEE ERECT OEE ET 28 9.2 
Building Materials............... 13 4.3 
EER re ” 24 7.9 
Electrical equipment............ 5 ..3 
Finance and insurance............ 17 5.6 
a re ern ae 23 7.6 
Household equipment........... 12 4.0 
CR sc ccsaccncaweeeas wane 10 3-5 
abn oth Kee eoeksnae a 4 3.3 
SEE oe 23 7.6 
Paper and publishing........... 6 1.9 
DR, iia bancecennetiakes 23 7.6 
ir acid c haan oath waren 9 3.0 
CC rere 13 ‘9 
| ee 12 4.0 
SS Giardia ch ecg hari bmn Ache 8 2.6 
Miscellaneous industrials. ... .. ae 21 6.9 
Total industrials............. 251 83.0 
Railroads. . eekwnane’ iach pai 17 5.6 

Utilities 

a ae ee cle 13 4.3 
eer rene 8 2.6 
Gas and electric........... ree 7 2.3 
Telephone and telegraph.......... 6 1.9 
EERE Ser I 3 
; ere 35 | II.4 
ee ee 303 | 100.0 








that stock rights appeared but infrequently prior to 1925. Al- 
though it is undoubtedly true that stock rights were issued with 
increasing frequency toward the end of the post-war decade, yet 
the figures presented in Table II tend to exaggerate the situation 
somewhat. It must be remembered that many of the stocks listed 
on the New York Stock Exchange in 1924, were not on the list in 
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1930, and, conversely, that many of the stocks listed in 1930, rep- 
resented corporations created since 1925. 
PARITY VALUE OF RIGHTS 

The parity value of a stock right may be defined as the value at 
which the right should be quoted in the market. The parity value 
depends upon the subscription price, the subscription ratio, and 
the market price of the stock. Since the latter factor changes from 
day to day or even hour to hour, it is apparent that the parity 

TABLE II 


CLASSIFYING THE SAMPLE OF 303 STOCK RIGHTS ACCORDING 
TO THE YEARS IN WHICH THEY WERE ISSUED 


i Number of Per Cent of 
Year Stock Rights Total Number 
1920. 5 1.7 
1921. 2 7 
1922 5 1.7 
1923 4 1.3 
1924 7 2.3 
1935 25 8.3 
1926 21 6.9 
1927. 35 11.4 
1928 69 22.8 
1929 109 30.0 
1930 21 6.9 
Total. . 303 100.0 


value of the rights must fluctuate also. In other words, the term 
“parity” as applied to a stock right is somewhat misleading as it 
suggests a fixed and unchanging amount, which is by no means 
the situation. 

It is possible to compute the parity value of a stock right when 
the stock is selling rights-on and rights-off, i.e., both before and 
after the record date.’ During the interval between the date of 

3 This discussion relates to the value of stock rights as they are quoted on the 
New York Stock Exchange. The Philadelphia Stock Exchange considers a stock 
right as being the right to purchase one whole new share stock. Thus, if rights had 
been issued permitting stockholders to subscribe for one new share for each three old 
shares held, the New York right would have represented the subscription privilege 
attaching to one share of old stock and it would have required three New York 
rights to equal one Philadelphia right. 
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announcing the right issue to the stockholders and the record 
date, the stock sells rights-on and any trading in the rights them- 
selves must be on a “when issued” basis. The parity value of a 
stock right when the stock is selling rights-on can be computed 
by the following formula, where M is the market price of the stock 
rights-on, S is the subscription price of the new stock, and R is the 
number of old shares necessary to subscribe for one new share. 


M-S 
R+1 


= Parity value . 


If it is assumed that a corporation has issued stock rights permit- 
ting its stockholders to subscribe for one new share at $75 for each 
4 old shares held, and that the market price of the old stock 
rights-on at a certain date were S1oo, then the parity value of each 
right would be $s. 
$100— $75 _ $25 _. ¢. 
4+1 5 

During the period from the record date until the expiration date 
of the subscription privilege, the old stock sells ex-rights and the 
right certificates or warrants themselves can be traded in the 
market. The parity value of a stock right when the old stock is 
selling ex-rights can be computed by the following formula, where 
M’ is the market price of the old stock ex-rights as of a certain 
date and the other symbols have the same meaning as in the 
rights-on formula. 
ia = Parity value . 
If it is assumed in the hypothetical illustration above that the 
market price of the old stock ex-rights were $95, then the parity 
value of the right would be $s. 


$95 —$75 _ $20 


“Til 








Inspection of the above formulas reveals clearly that the parity 
value of a stock right must necessarily change as often as does the 
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market price of the stock to which it relates. Thus, in the hypo- 
thetical illustration above, if M’ were $100, the parity value of 
the right would be $6.25; if M’ were $go, the parity value would 
be $3.75. The market price of the stock right tends always to ap- 
proximate the parity value at that particular moment but does 
not necessarily equal it precisely. The market price at any time 
might be slightly above or below the parity, more likely the latter 
as will appear subsequently, but it could not diverge to any great 
extent for long because of the leveling influence of arbitrage opera- 
tions. 

If the rights were being traded on a when-issued basis well be- 
low their parity value, an arbitrager could sell the old stock rights- 
on and cover by purchasing when-issued an equivalent number of 
ex-rights shares and rights. Similarly, if the rights were quoted 
above their parity value, the holders of the old shares could profit 
by selling the overvalued rights and ex-rights shares on a when- 
issued basis and purchasing an equivalent number of shares 
rights-on in the market. The same type of arbitraging is possible 
when the rights are being traded “regular way.”’ If, after the set- 
tlement date, the rights are selling in the market below their 
parity value, an arbitrager can sell shares of stock ex-rights and 
cover by purchasing and exercising enough rights to replace the 
shares sold. Similarly, if the rights are selling above their parity 
value, the overvalued rights can be sold and replaced by purchas- 
ing an equivalent number of undervalued ex-rights shares. In all 
of the above situations, the simultaneous purchasing and selling 
would tend to bring the market price and parity value of the rights 
closer together. The parity value of a right, therefore, may be 
said to measure the normal market value of the right." 


TRADING IN STOCK RIGHTS 
Some knowledge of the general procedure of trading stock 
rights is essential to an understanding of the process of measuring 
and interpreting the price-effect of right issues on security values. 
Each stock exchange, of course, has its own rules and regulations 
4 For excellent discussions of the effect of stock right issues on the stockholders 


position, see Dewing’s Financial Policy of Corporations (rev. ed.), pp. 847-69, and 
Gerstenberg’s Financial Organization and Management (rev. ed.), pp. 336-48. 
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governing the trading of stock rights, and trading practice will be 
found to differ in minor particulars from market to market. The 
following discussion is based entirely upon current trading prac- 
tice on the New York Stock Exchange." 

As would be expected, the practice of trading stock rights con- 
forms closely to the procedure of issuing the rights. Consequently, 
three definite trading periods for listed stock rights can be dis- 
tinguished: from the date of announcement to the date of record, 
from the date of record to the date (approximately) of warrant 
issuance, and from the latter date to the last full business day be- 
fore the warrants expire. 

From the announcement date to the record date, the stock is 
traded on the New York Stock Exchange regular way rights-on. 
During this interval, the Committee on Securities can permit 
trading in the rights on a when-issued basis, but such permission 
is rarely granted. However, it is by no means uncommon to find 
the rights traded on the New York Curb Exchange on a when- 
issued basis during the several weeks or days just prior to the 
record date. Such trading on the Curb is possible only after the 
issuing corporation has filed with that Exchange an official plan 
detailing all features of the forthcoming right issue. All when- 

's As of May, 1930, the Committee on Securities of the New York Stock Ex- 
change imposed the following requirements on corporations desiring to issue stock 
rights permitting subscription to listed securities: 

1. The corporation must notify the Exchange 30 days in advance of the effective 
date of any change in the authorized amounts of listed securities. 

2. The corporation must give at least 10 days notice of the closing of the transfer 
books or of the record date for the forthcoming rights. 

3. The corporation must fix the date on which the “rights” terminate at least 
20 days after the record date. 

4. Notice should be given to the Exchange at least 10 days before the record 
date, of the date upon which warrants will be issued to the stockholders. 

5. Only assignable warrants representing stock rights can be listed on the Ex- 
change. 

6. A specimen of each form of receipt to be issued to subscribing warrant holders 
must be filed. 

7. Notifications of wish to subscribe and actual subscriptions must be received 
at, and securities issued from, the corporation’s office or agency located in the bor- 
ough of Manhattan, New York City. (These rules were taken from a leaflet, entitled 
“Rights to Subscribe,” published by the Committee on Securities and dated May, 
1930.) 
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issued contracts are based upon the plan thus filed. Should the 
stock rights subsequently be issued on an altered plan, the Com- 
mittee on Securities is empowered to declare all when-issued con- 
tracts null and void, without prejudice either to buyers or sellers. 
This committee, in each case, determines the settlement date for 
all when-issued contracts in any one stock right issue. This settle- 
ment date is set on the earliest possible day after the warrant cer- 
tificates are available for delivery, usually one to six days after 
the warrants are mailed out to the stockholders by the issuing 
corporation. 

Almost without exception, stocks go ex-rights on the Stock 
Exchange on the record date. The Committee on Securities is 
empowered to name any day subsequent to the record date as the 
ex-rights date and in rare instances does name such a later date."® 
In the vast majority of cases, however, stocks sell ex-rights on the 
record date and thereafter. Simultaneously on the record date, 
when-issued trading in the rights begins on the Stock Exchange 
and ceases on the Curb Exchange, that is if it ever had begun on 
the Curb. Rights are traded on the Stock Exchange on a when- 
issued basis from the record date to the settlement date named by 
the Committee on Securities. This settlement date is set, usually, 
from one to six days after the warrant certificates have been 
mailed out by the issuing corporation, i.e., as soon as the warrants 
are available for delivery. 

From the settlement date to the end of the last full business 
day before the expiration date of the rights, the stock continues 
to be traded ex-rights. When-issued trading in the rights ceases 
on the settlement date, of course. From that time on and until the 
expiration date of the rights, the rights are traded on the Ex- 
change regular way, i.e., delivery is to be effected the next follow- 

6 For example, in the case of a right issue by a railroad corporation which re- 
quired the approval of the Interstate Commerce Commission, the Committee on Se- 
curities might refuse to name an ex-rights date until after the Commission had 
formally approved the right issue. In cases where the rights had a high value, say 
of $25 or more, it probably would be of distinct value to stockholders who have bor- 
rowed on their shares to have the ex-rights date set several days after the warrant 
certificates have been issued. Such procedure would avoid a sharp decline in market 


value and hence in collateral value of stocks from the record date to the date of re- 
ceiving the warrant certificates, often an interval of one to two weeks. 
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ing day. Any transactions in stock rights on the expiration date 
of the rights must necessarily be on a cash settlement basis, other- 
wise the buyer would not be able to obtain possession of the war- 
rant certificates in time to exercise the rights purchased, as the 
warrants become void and valueless after the day and hour set 
for their expiration. 


THEORETICAL PRICE EFFECT OF RIGHT ISSUES 

Theoretically, a study such as this should be unnecessary since 
the effect of a right issue on the market price of a common stock 
should be entirely uniform. The forthcoming right issue should 
have no effect on the value of the stock during the interval between 
the announcement date and the record date, that is while the old 
stock is selling rights-on. This follows because the equity of each 
share of the old stock in the corporate assets and income Temains 
absolutely unchanged during this period. The right issue merely 
gives each stockholder the opportunity, sometime after the record 
date, either to liquidate a part of his equity in the corporate assets 
by selling his rights, or to increase his investment in the corpora- 
tion and thus to maintain his proportionate equity by exercising 
his rights. Any movement of the stock price during the period 
while it is being traded rights-on should be the result of factors 
other than the forthcoming right issue. 

According to theory, also, when the stock goes ex-rights on the 
record date, the market price should immediately decline by the 
exact parity value of one right. In reality, the old stock selling 
rights-on actually represents two values, one being the value of 
the right and the other the value of the stock ex-rights. On the 
record date, the first value is permanently detached from this 
joint valuation and thereafter, during the life of the right, is repre- 
sented by the warrant certificate. The market value of the old 
stock, therefore, should decline immediately on the record date by 
the amount of this detached valuation, in other words, by the 
parity value of the right. The situation is precisely the same as 
when a stock loses a portion of its value through the payment of a 
cash dividend or a stock dividend. 

Likewise it can be said that the first quotation on the stock 
rights after the stock has gone ex-rights should be exactly the 
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parity value of one right, for this is the precise theoretical valua- 
tion which has been lopped off the old stock through issuing the 
warrant certificate. Similarly, all subsequent quotations on the 
stock rights should equal the parity values obtaining at those 
times. 

In actual practice, however, these theoretical assumptions are 
not always borne out. It is the purpose in the following pages to 
present the actual price-effects realized from some 200 recent 
stock right issues in an attempt to discover just how far actual ex- 
perience diverges from the expected normal. 


PRICE-EFFECT FROM ANNOUNCEMENT DATE TO RECORD DATE 

Despite the fact that there is little justification therefor, it 
might be expected that the market price of a stock selling rights- 
on would tend to rise somewhat during the interval between the 
announcement date and the record date. This could be expected 
because the market is inclined to interpret a forthcoming right 
issue as a sort of extra dividend, a “‘melon cutting” as it were, and 
to overvalue the stock accordingly. To test this reaction, the 
closing quotations on 100 stocks, taken in alphabetical order from 
the sample of 303 stock right shares, were recorded for each of the 
four weeks prior to the record date."? Although the precise dates 
of the various announcement letters pertaining to each right issue 
were not known, it was thought that a period of four weeks prior 
to the record date would include practically all of the announce- 
ment dates. 

Table III presents the results of this test, classifying the net 
change in stock quotations four weeks before and one day before 
the record date for the right issue. Inspection of the table reveals 
that in 48 cases the closing quotation on the stock one day be- 
fore the record date was greater than the closing quotation four 
weeks earlier. In 49 cases, the market price one day before the 
record date was lower, and in 3 cases no change was recorded. 

7 Since the sole object in this procedure was to develop the general price trends, 
the dates for which these quotations were obtained were only approximately one, 
two, three, and four weeks prior to the record dates. The entire sample of 303 stocks 


was not used in making this test because it was thought that a smaller number would 
serve to reveal the general trend. 
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From this sample, it would appear that the announcement of a 

forthcoming right issue has very little effect on the market price 

of a stock; indeed the chances appear to be even that the stock 
TABLE III 


SHOWING NET CHANGE IN MARKET PRICE OF 100 COMMON STOCKS, COM- 
PARING CLOSING QUOTATIONS FOUR WEEKS BEFORE RECORD DATE 
WITH CLOSING QUOTATIONS ONE DAY BEFORE RECORD DATE 


MArkET Price oF Stock Four WEEKS BEFORE 




















INCREASE OR DECREASE Recorp DATE 
In MARKET VALUE 8 le TOTAL 
PER SHARE | | 
$o-s50 $50-100 | $100 150 | $150-200 over $200) 
Increase | | 
over $10.00 ° | 3 | 3 r | 1 | 8 
$7.50- 10.00..... ° | : | I | o | ° 2 
ee SP. i ss0 o (| 4 | e 7 2 I 9 
4.00- §.00........- | 2 | 2 I ° ° 5 
3.00- 4.00. | 2 | 2 | °o (| ° I 5 
2.00- 3.00.. 3 | 6 I | ° | ° 10 
oa. rere 2 2 | ° ° ° 4 
© — 1.00......:. 4 | I ° ° ° 5 
No change. I 2 ° ° | ° 3 
Decrease | | } 
o - 1.¢.. 3 3 4 | o | ° 10 
I.00- 2.00...... . “4 : | r | ° Ss 
2.60> 3.00...... 2. | 1 | o | ° ° 3 
3.60- 4§.60..... | I 3 ° I °o (| 5 
4.00- 5.00. . 7 3 | I | ° o | 8 
5.00- 7.99.. I I | ° | I ° | 3 
7.50- I0.00.. o | z -| 3 ° | 2 | 6 
over $10.00.. o. (| . | o (| 2 | 2 | 6 
eee 27 41 17 8 | 


| 
| 
| 


will decline in market value as the record date for the right issue is 
approached. 
PRICE-EFFECT ON RECORD DATE 

Because the market, theoretically at least, has a tendency to 
overvalue lower priced shares, it might be expected that the 
market price of the old stock going ex-rights would not decline by 
the full amount of the right parity value. In order to test this re- 
action, Table IV was prepared which classifies this price-effect 
for 177 right issues. The term “price-effect,’’ as here used, means 
the difference between the opening quotation of the stock rights- 
off and the closing quotation on the preceding business day of the 
stock rights-on minus the parity value of the right. Assume that a 
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stock went ex-rights on May 1, 1929, that the last quotation on 
the stock rights-on on April 30, was $45, and that the parity 
value of the rights based on that quotation was $5.00. Theoreti- 
cally, the stock should have opened on May 1, ex-rights at $40, 
i.e., 45-5. If the stock actually opened at $40, the price-effect 


TABLE IV 
CLASSIFYING THE PRICE-EFFECT OF 177 RIGHT ISSUES ON STOCK PRICES 
USING OPENING PARITY VALUES OF THE RIGHTS* 


Parity VALvE or RIGHTS 






































Price-EFrect ToTAL 
| o- | $1.00-| $2.00-| $3.00-| $4.00-| $5.00-| over 
$1.00 | $2.00 | $3.00 | $4.00 | $5.00 | $10.00) $10.00 
Over $5.00 pos.. | o | :} @e @ i 2 2 | 317 
$4.00- 5.00 pos......] oc 1 | o | i} of] o o | 2 
3.00- 4.00 pos......| 0 rr es @e & Hh SB I 5 
2.50- 3.00 poS......} 0 o/ t] of] of 2 1 | 4 
2.00- 2.50 poSs......| 0 o}] 4 2 | r | ¢ r | 9 
I.50- 2.00 pos......] 1 4 | 3 2] 2 | 3 } 1 16 
I.25- 1.50 pos...... | © et &i @ i @ o | Oo 3 
1.00- 1.25 poS...... I 2 2] 21] 0 I ° 8 
.75- 1.00 pOS.....-} 3 4 :| a7 I 3 ° | 14 
. a |) ee ae 2 3 3 I I I 12 
-2§- .§0 pes....../ 9 5 I 1 | 3 3 2 | 24 
o = .<0e......1 © 5 ° 1 | o ° o | 16 
ee ea eae 5 2 2 ° ° ° 1 | 10 
o —- .25 neg 2 5 ° 2 ° I ° IO 
25-  .50 neg | 4 I I ° I 2 I | 10 
50-  .75 neg...... | ° 2 I 1 | o 3 1 | 8 
.75- 1.00 neg...... ° I I I ° ° ° 3 
I.00- 1.25 neg : s I I I ° ° ° 4 
I.25- 1.50 neg ne ° ° ° I ° ° ° I 
I.50- 2.00 neg...... ° I ° o | o I ei s 
2.00- 2.50 neg ° ° 2 2 | ° ° °o | 4 
2.50- 3.00neg......| I ° I o | o ° o} 2 
3.00- 4.00 neg.. | o ° ° o | o ° °o | Oo 
Over $ 4.00neg.....| oO I ° o |} © I r | 3 
acted cas | go | 40 25 21 | II | 26 | 14 | 177 


| | | | 


rs * All quotations, from which these price-effects were computed were taken from the New York 
imes. 





would have been recorded as zero; if the stock opened at $41, a 
positive price-effect or gain of one point would have been record- 
ed; if the opening quotation were $39, a negative price-effect or 
loss of one point would have resulted. 

Inspection of Table IV reveals a marked preponderance of 
positive price-effects. Of the 177 cases recorded, 10 were zero, 47 
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were negative, and 120 were positive.” The bulk of the price- 
effects, however, were relatively small, 141 or 84 per cent amount- 
ing to $2.00 or less either way. Further, it would seem that a large 
positive price-effect is much more likely to be realized than a 
large negative price-effect. Only 3 negative price-effects of more 
than $3.00 were recorded as opposed to 14 positive price-effects of 
that size. 

In computing the price-effects tabulated in Table IV, the par- 
ity values of the rights were computed from the closing quotation 
on the stocks rights-on the day bcfore the record date. In order 
further to analyze the reaction of stock prices going ex-rights, 
Table V was prepared. Table V classifies the price-effects realized 
from the same group of right issues, using the opening market 
quotation of the rights on the record date instead of the parity 
value. Theoretically, at least, the last quotation on the stock 
rights-on should equal the opening quotation on the stock ex- 
rights plus the opening quotation on the right. In other words, 
the price-effect should be zero. 

Examination of Table V reveals that in 6 cases, a price-effect of 
zero was realized; in 52 cases a negative price-effect resulted; and 
in 108 cases a positive price-effect was realized. In approximately 
65 per cent of the cases, therefore, the opening quotation on the 
stock ex-rights plus the opening quotation on the right was greater 
than the last quotation on the stock rights-on. This percentage 
compares with 68 per cent shown in Table IV. The bulk of the 
price-effects, again, were relatively small, 134 or 81 per cent of the 

8 In preparing this tabulation, no quotations were taken except those specifically 
marked ex-rights. Thus all bid-ask quotations were eliminated as well as all cases 
of uncertain right settlement dates. On this basis, it was possible to secure the re- 
quired quotations on only 177 out of the 303 stocks. Whenever a stock went ex- 


dividend and ex-rights at the same time, proper adjustment for the dividend was 
made before computing the price-effect. 

19 With but 5 exceptions, all of these large price-effects occurred with right issues 
having parity values of $4.00 or more. The largest negative price-effect recorded 
was that of the Commercial Credit Company right issue of January 18, 1926, where 
the parity value of the right was $1.73 and a negative price-effect of $4.51 was real- 
ized. The largest positive price-effect was that of the Chesapeake and Ohio Rail- 
way Company right issue of April, 1930, where the parity value of the right was 
$24.80 and a positive price-efect of $25.80 was realized. 
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total number amounting to $2.00 or less either way. Again, also, 
large positive price-effects greatly outnumbered large negative 


TABLE V 
CLASSIFYING THE PRICE-EFFECT OF 166 RIGHT ISSUES ON STOCK PRICES 
USING OPENING MARKET PRICES OF THE RIGHTS 


OPENING MARKET VALUE OF RIGHTS 


Parice-EFrrect ToTaL 
o- $1.00-| $2.00-| $3.00-| $4.00-| $5.00-| over 
$1.00 | $2.00 | $3.00 | $4.00 | $5.00 | $10.00 $10.00 


| 
| 
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2.00- 2.50 pos | o } 1 2 I ° 3 }/ 1 8 
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-25- .§0 pes... 8 | 4] 2 ° ° ° o |] 14 
O- .25 pos... 1 | 5 | 2 3 2 3 2 | 37 

Re ES 2]}/ 2] 0 ° ° I 1 | 6 

O- .25 neg. si #@]) s ° I 2] 1 14 
.25- .50 neg. 4 | ° I ° ° I | ° | 6 
50- .75 neg.. I | 3 | I ° ° I | ° 6 
7S> 2.00 ORE...<. ° | 3 | ° I ° ° | ° 4 
1.0O- 1.25 meg......| © | OO | 2 2 oiszi°® 5 
I.25—- 1.50 neg. |} 4 o |] 2 ° &.) @8 @i« 
I.50- 2.00 neg... ° I ° I ° I e 4 5 
2.00- 2.50 neg. ° | rr} 0 | I ° ° oO}; 2 
2.50- 3.00 neg...... “2 £4 : i «@ ° o}; of; 2 
3.00- 4.00 neg......| r | ° | ° ° | ° ° | ° | I 
Over $4.00 neg..... r | o | o ° ° 2 | o 3 
ae 42 | 36 25 18 8 26 | 11 | 166* 


* The sample of right issues employed in this tabulation was the same as that used in Table V. 
However, opening right quotations on the record date were unobtainable in 11 of the 177 cases 


price-effects, this time 12 positive effects of $3.00 or more being 
recorded against 4 negative effects of $3.00 or more.” 


2 All of the price-effects amounting to $4.00 or more, with but 4 exceptions, oc- 
curred with the right issues having an opening market quotation of more than 
$4.00. All of the right issues showing price-effects of $4.00 or more in Table V, 
showed similar large effects when classified in Table IV, although not in the same 
exact amounts. The largest negative price-effect recorded in Table V was that of 
the Commercial Credit Company right issue of January 18, 1926, where the opening 
quotation on the right was $0.63 and a negative price-effect of $5.62 was realized. 
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The unusual similarity of Tables IV and V as te results suggests 
that the opening quotation on the rights must, in most cases, have 
closely approximated the parity value of the rights." With a view 

TABLE VI 
CLASSIFYING DIFFERENTIALS BETWEEN PARITY VALUES* AND OPENING 
MARKET QUOTATIONS OF 198 STOCK RIGHT ISSUES 


| Parity VALUE or RIGHTS 
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MARKET AND Parity | | | | | Tora 
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* Parity values based on last quotation on the stock selling rights-on 


to checking this presumption, Table VI was prepared. In pre- 
paring this table, a price-effect was considered to be positive if the 
opening quotation on the right exceeded the parity value of the 


The largest positive price-effect was that of the Chesapeake and Ohio Railway Com- 
pany right issue of April, 1930, where the opening quotation on the right owas $25.37 
and a positive price-effect of $26.37 was realized. 

2 It will be recalled that the parity values of rights in Table IV were based on 
the last quotations of the stock rights-on. 
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right; negative if the parity value were the larger amount. Of the 
198 price-effects for which quotations were obtained, 16 or 8 per 
cent were zero, 77 Or 39 per cent were positive, and 105 or 53 per 
cent were negative. The preponderance of negative price-eflects 
bears out the general belief that the parity values of stock rights 
tend to exceed slightly their market prices.” 


TABLE VII 


On 1 Day 2 Days | 7 Days | 14 Days | 21 Days! 1 Day 
Stock Right Issue R i after after after after after before 
ecorc 
and Record Date Record | Record | Record | Record | Record | Expira- 
Date : 
Date Date Date Date Date (tion Date 
American Com. Al- 
cohol... ; M$ 1.25) $ 1.25) $ 1.63) $ 1.38) $ 1.25! $ 0.25) $ 0.25 
9-14-29 ‘ y 1.50 1.50 1.81 1.50 1.25 0.75 0.81 
Canada Dry Ginger 
re! ee 1.63 1.50 1.38 1.25 38 38 
7-5-28..... P 1.75 1.70 1.70 1.43 1.38 46 1.35 
Canadian Pac. Ry..|;M 6.13) 6.25 6.50) 6.25 5.75 88 5.50 
ee See P 6.68 6.65 6.90 6.45 6.00 5.50 6.00 
International Tel 
and Tel... M_ 6.88 7.00 7.25 7.88 7.88 7.50] 10.25 
7-27-26 : 4 7.63 7.50 8.00 9.00 8.75 8.50} 11.50 
National Surety of 
SN, ai M 33.75) 34-38) 36.25) 37.50) 41.00 42.50 
7-5-27.. ie P 34.00) 34.50) 36.50) 37.50) 41.25 43.50 


M =closing market quotation on right 
P =parity value of right based on closing stock quotation 


As was expected, however, the price-effects were very small, 
165 or about 83 per cent of the total sample showing price-effects 
of $0.50 or less either way. No less than 121 price-efiects amount- 
ed to $0.25 or less, most of these being within a few cents of actual 
parity. It is significant that the close approximation of market to 

2 A comparison of the market prices of rights with the corresponding parity 
values at intervals during the subscription period, supports this belief yet further. 
In approximately two out of every three comparisons, the parity value of the right 
was slightly higher than the market price. Table VII of this article, in which closing 
quotations on certain rights are compared with the corresponding parity values 
based on closing quotations on the stocks, illustrates typical experience. 
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parity values characterized the higher parity value rights as well 
as the lower.” 
TREND OF STOCK PRICES DURING SUBSCRIPTION PERIOD 

It has generally been believed that in most cases the market 
price of the stock ex-rights tends to decline during the subscrip- 
tion period. In order to test this point, closing quotations were se- 
cured (when available) on each stock in the sample 1, 2, 7, 14, 
and 21 days after the record date and the day before the expira- 
tion of the rights. In cases where the subscription period was less 
than 21 days, correspondingly fewer quotations were taken. 

It was possible to secure these quotations on 201 stocks. As 
was expected, the trend in quotations during the subscription 
period, whether upward or downward, was by no means uniform. 
Thus a stock might decline during the first two weeks of the sub- 
scription period and then recover sharply toward the expiration 
date. In most cases, however, where a substantial rise or fall in 
price occurred over the subscription period, the general trend 
throughout the period was up or down. Table VIII presents a 
classification of the net price changes in these 201 stocks, compar- 
ing the opening quotation on the stock ex-rights with the closing 
quotation on the day before the expiration of the subscription 
period. 

Inspection of Table VII reveals that in 103 cases, or 51 per cent 
of the total recorded, the closing quotation on the stock the day 
prior to expiration of the rights was lower than the opening quota- 
tion on the stock ex-rights. In 98 cases, or 48 per cent of the total, 
the closing quotation was higher, and in 1 case, no change was re- 
corded.*4 As would be expected, the price changes recorded varied 


23 The relatively few large price-effects occurred with the rights of higher parity 
value. The largest negative price-effect was that of the Consolidated Gas Com- 
pany of New York right issue of December 9, 1922, where the parity value of the 
right was $12.58 and the opening quotation on the right was $2.13, a negative price- 
effect of $10.45. The largest positive price-effect recorded was that of the Mont- 
gomery Ward and Company right issue of November 30, 1928, where the parity 
value of the right was $211.58 and the opening quotation on the right was $218, a 
positive price-effect of $6.42. 

24 It would be of some interest to find at which part of the subscription period the 
highest stock prices obtained. The study of E. G. Mears, which has been referred to 
earlier, showed that, of 91 cases, 52 per cent experienced their highest prices at the 
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widely from stock to stock. In 119 cases, or 59 per cent of the 
total sample, the net price change amounted to $5.00 or less per 
share either way. The larger price changes, of course, appeared 
TABLE VIII 
CLASSIFYING THE PRICE CHANGES OF 201 COMMON STOCKS 
DURING THE STOCK RIGHT SUBSCRIPTION PERIOD* 


Market Price oF Stocks | 
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* Price changes were measured from the opening quotation of the stock ex-rights to the closing 
quotation on the day before the stock rights expired. 
t Classified according to opening quotations ex-rights. 





with the higher priced shares. The largest absolute gain per share 
occurred with the Southern Porto Rico Sugar Company common, 
which opened on the record date, November 1, 1926, at $114 and 


beginning of the subscription period, 22 per cent at the middle, and 26 per cent at the 
end of this period. In the present study, no attempt was made to discover the highest 
stock price obtaining during the subscription period, but closing quotations on each 
stock were recorded for the right record date, one, two, seven, fourteen, and twenty- 
one days later, and for the day just prior to expiration of the rights. A comparison 
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closed one day before the right expiration date, i.e., on November 
30, 1926, at $154.75, a gain of $40.75. The largest decline per 
share was that of the North American Company common which 
opened on the record date, October 17, 1929, at $141, and closed 
one day before the right expiration date, i.e., on November 14, 


1929, at $77, a drop of $64. 


TREND OF RIGHT PRICES DURING SUBSCRIPTION PERIOD 

Since the market price of stock rights is based directly upon the 
quotations of the parent stocks, it would be expected that right 
quotations would show the same general trend during the sub- 
scription period as the stocks ex-rights. Table IX classifies the 
experience of 193 right issues in this respect, comparing the open- 
ing quotation of the right on the record date with the closing quo- 
tation of the right one day before the expiration of the subscrip- 


tion period. 

Inspection of the table reveals that in 108 cases, or 56 per cent 
of the total sample, the market value of the rights declined during 
the subscription period, in 81 cases or 41 per cent of the total the 
price rose, and in 4 cases no change was recorded.** These per- 


centages compare with 51 per cent and 48 per cent respectively 
shown by Table VIII and suggest that the rights show slightly 
more tendency to decline during the subscription period than do 
the parent stocks. 

As with the stocks themselves, the net changes in right values 
of this limited number of quotations revealed that, in 93 cases or 52.5 per cent of the 
total 177 stocks the highest quotation occurred at the beginning of the subscription 
period, in 24 cases or 13.5 per cent of the total the highest quotation occurred in the 
middle of the period, and in 60 cases or 34 per cent of the total the highest quota- 
tions occurred at the end of the period. Although the two studies are not quite 
comparable as to method, the similarity of results is rather striking. 

2s Comparing only the closing quotations on each right as of the record date, one, 
two, seven, fourteen, and twenty-one days after the record date, and the day prior 
to expiration of the rights, produced the following results. In 95 cases or 55 per cent 
of the 172 rights studied, the highest price occurred at the beginning of the subscrip- 
tion period, in 32 cases or 19 per cent of the total the highest price occurred in the 
middle of the period, and in 45 cases or 26 per cent of the total the highest prices 
occurred at the end of the period. Once again, these results correspond closely to 
those of the Mears study. 
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varied rather widely from issue to issue. In 125 cases or 65 per 
cent of the total sample, the net change amounted to $1.00 or less 
per right either way. The largest changes, as was expected, oc- 


TABLE IX 


CLASSIFYING THE PRICE CHANGES OF 193 STOCK RIGHTS 
DURING THE RIGHT SUBSCRIPTION PERIOD* 
Market Price or Ricurtst 
INCREASE OR DECREASE ee - ‘ _— 
IN MARKET PRICE | TOTAL 
PER RIGHT | $o- $1.00-| $2.00-| $3.00-| $4 -| $5.00-! over 
| $1.00 | $2.00 | $3.00 | $4.00 | $5 $10.00) $10.00 
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= 


* Price changes were measured from the opening quotation of the right to the closing quotation on 
the day before the stock rights expired. 
t Classified according to opening right quotations 


curred quite consistently with the higher priced rights. The larg- 
est gain recorded was that of the Montgomery Ward and Com- 
pany right issue which opened on the record date, November 30, 
1928, at $218 and closed one day before the right expiration date, 
i.e., on December 27, 1928, at $270, a net gain of $52 per right. The 
largest decline recorded was that of the Detroit Edison Company 
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right issue, which opened on the record date, October 28, 1929, 
at $30 and closed one day before the right expiration date, i.e., 
on December 22, 1929, at $18, a net loss of $12 per right. 


CONCLUSIONS 

( The results of this study would appear to substantiate the con- 

é clusions of earlier writers as to the price-effect of stock right is- 
sues, except as to the trend of stock prices from the announcement 
date to the record date. Figures presented in Table III indicate 
that about as many stock prices move down during this period as 
move up; certainly no bullish tendency was revealed. It is possi- 
ble, of course, that either a broader sample or exact price measure- 
ment from the announcement date would have indicated a definite 
trend upward or downward. 

From Table V, it would seem that there is about a two-for-one 
probability that a positive price-effect will be realized from a right 
issue on the record date. In other words, in two out of every three 
cases the market value of the stock ex-rights plus the market 
value of the right will be greater on the record date than the last 
preceding quotation on the stock rights-on. To this extent, there- 
fore, a stockholder will gain immediate market value as a result of 
a right issue. However, this gain in value is likely to be relatively 
quite small. 

Since in most cases the market value of a stock right is slightly 
less than its parity value, it would seem that the positive price- 
effect realized on the record date is usually the result of an over- 
valuation of the stock ex-rights rather than of the rights. That is 
to say, most stocks going ex-rights fail to decline in market value 
by the full parity value of the right. The same phenomenon has 
been observed in the case of stocks going ex-cash dividends, or 
upon being first traded following a split-up.” In all probability, 
the explanation of this price reaction is to be found in the fact 
that the market regards all such distributions as concrete evidence 
of earning power and tends to overvalue the stock accordingly. 

Data presented in Tables VI and VII indicate that from 60 per 


26 See an article by the writer entitled “The Price-Effect of Common Stock Split- 
ups,” in the Harvard Business Review of October, 1933. 
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cent to 70 per cent of all right quotations will be slightly under 
their parity values. Apparently, the explanation of this tendency 
is to be found in the extra trouble and bother of purchasing shares 
of stock through the medium of stock rights. Eventually, all 
stock rights purchased must be exercised if the last holders would 
avoid losing the entire amount invested in the rights. The ac- 
quisition of new stock, however, through purchasing and exer- 
cising rights is somewhat more troublesome to the trader than 
outright purchase of the stock in the market, and the market ap- 
parently offsets this nuisance cost by discounting slightly the 
right parity values. 

Figures presented in Table VIII indicate a very slight tendency 
for stocks ex-rights to decline in market value during the sub- 
scription period. The preponderance of declines over rises, how- 
ever, was so small as to be inconclusive. The failure of stock 
prices to move up with any consistency following the announce- 
ment date and during the subscription period is somewhat sur- 
prising since most rights come out during periods of prosperity 
and rising stock markets and the issuance of rights might well be 
expected to accentuate the general market trend. 

The rights themselves, apparently, are more likely to decline 
in market value during the subscription period than are the shares 
ex-rights. Table [IX suggests that about five rights will decline 
during this period for each four which rise in value. Two plausible 
explanations of this price reaction can be offered. The natural 
human tendency to procrastinate probably causes many right 
holders planning to sell their rights to delay the actual sale of 
their warrants until toward the end of the subscription period. 
The resulting heavy offerings might easily depress the market. 
In other cases, it is possible that the decreasing floating supply of 
a right issue, many of the rights being exercised as the subscrip- 
tion period lapses, might easily decrease the volume of trading 
to the point where small offerings could weaken prices noticeably. 

From these conclusions it would seem that the possibilities of a 
stockholder realizing an immediate profit from a right issue are 
narrowly limited. He is about as likely to lose as he is to gain if he 
sells his stock at the announcement date and buys it back just 
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prior to the record date. If he sells his stock ex-rights together 
with his rights on the record date, in two cases out of three he will 
realize a slight appreciation over the value of his stock on the pre- 
ceding business day. If the stockholder decides to exercise his 
rights, he would do well to exercise them toward the end of the 
subscription period, thus allowing for a possible decline in the 
market price of the stock ex-rights below the subscription price, 
which would render the stock rights valueless.’ 

However, if the stockholder elects to sell his stock rights, his 
chances of securing the optimum market price would be slightly 
better if he should sell at the beginning rather than the end of the 
subscription period. For the professional speculator, it would 
seem in general that the best chances for profit would lie either in 
purchasing the stock rights-on just prior to the record date and 
selling the shares ex-rights and the rights themselves on the record 
date, or in selling the rights short on the record date and covering 
later in the subscription period. However, the individual price re- 
actions both of the stock and the rights vary so widely from case 
to case as to render speculation according to rigid rules highly 
unsafe. 

27 This situation occasionally occurs, especially in periods of rapidly falling stock 
prices such as during the stock market crash of October, 1929. For example, the 
North American Company issued to common stockholders of record October 17, 
1929, rights permitting them to subscribe for additional common stock at $100 per 
share in the ratio of one new share for each ten old shares held. On October 16, 
North American common closed at $145.50, giving the rights a parity value of $4.14. 
Actually, the rights opened on October 17 at $4.25. During the subscription period 
from October 17 to November 15, however, the stock market crash occurred and the 
market price of the stock dropped sharply, closing on November 14 at $77. The 
rights, therefore, became valueless except as to speculative possibilities; indeed, the 
company refunded all subscriptions made prior to November 15, upon application 
of the subscribers. Had a stockholder really wished to purchase additional shares 


of North American common, he could have purchased the new stock in the market 
toward the end of the subscription period, at much less than the subscription price. 





LIQUIDITY AND SOLVENCY OF NATIONAL 
BANKS, 1923-33 
GEORGE W. EDWARDS' 


HIS study analyzes bank policies in the period from 1923, 
when the Comptroller of the Currency began to publish de- 
tailed reports on earning assets of national banks, up to 
1933 for the purpose of determining the causes which led to the 
extensive failures during the recent depression. The study is lim 
ited to national banks, since uniform and adequate data may be 
obtained regarding their policies. They will be classified into the 


three groups of non-reserve or country, reserve, and central re- 
serve city banks. The study will further be confined to the pol- 
icies of these banks relating to their reserves in the attainment of 
liquidity, and to their capital funds in the achievement of solven- 


cy. 
LIQUIDITY 

The liquidity of a bank or the ability to meet its current liabil- 
ities may be tested by the proportion of reserve-earning assets to 
deposit liabilities. Reserve assets’ may be defined either broadly 
or narrowly, but in general they should include only cash and 
those assets which can be converted into cash quickly and without 
loss of value. 

For the purpose of this study, the following items, as given in 
the reports of the Comptroller of the Currency on national banks, 
will be considered as reserve assets: 


1. Net cash (cash minus bills payable and rediscounts) 

2. Bankers acceptances 
* Chairman of the Department of Economics, College of the City of New York: 
2The term “reserve earning assets” will be abbreviated as “reserve assets” 


’ 


and similarly ‘‘non-reserve earning assets” will be referred to in this study as 
“‘non-reserve assets.” This article analyzes the reserves carried by national banks 
exclusive of the legally required balance with the Federal Reserve Banks. The 
statistical tabulation for the article was performed by Mr. I. W. Our. 

3 For explanation of these items see article by the author on “An Investment 
Policy for a Country Bank” in the Journal of Business of the University of Chicago, 
V (July, 1932), 224. 
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Commercial paper bought in the open market 

. Net loans to banks (loans to banks minus loans from banks) 
. Eligible paper 

. Loans collateralled by United States government securities 
. United States government securities 


SI An SW 


The following items will be classed as non-reserve assets: 
9. Other securities (other than United States government securities) 
10. Loans collateralled by securities other than United States government 
securities 
11. Real estate loans 
12. All other loans 


These reserve and non-reserve assets for the three classes of 
banks from 1923 to 1933 expressed in per cent of total earning as- 
sets are stated in the accompanying Tables I, II, III. 


RESERVE ASSETS 


Over the period all three classes of banks carried only a small 
amount of net cash (item 1). Bankers acceptances (item 2), be- 
cause of their low return, were unimportant as reserve assets be- 
fore the financial crisis. In the subsequent period the reserve city 
and particularly the central reserve city banks increased their 
holdings. Commercial paper bought in the open market (item 3) 
was not reported separately by the Comptroller of the Currency 
until the call for December, 1929. The country banks and reserve 
city banks generally held a larger volume of such paper than of 
bankers acceptances, while the opposite was true of the central 
reserve city banks. Since the country banks carry balances with 
correspondents both in reserve city and in central reserve city 
banks, the former showed a credit for net loans to banks (item 4), 
and the latter had a debit for this item. In fact these balances for 
the country banks exceeded the total of their cash, bankers accept- 
ances, and commercial paper. The amount of eligible paper 
(item 5) held by all classes of banks fell over the period. The de- 
cline was greatest in the case of the central reserve and reserve 
city banks, and smallest for the country banks. 

Loans collateralled by United States government bonds (item 6) 
were unimportant. However the direct holdings of United States 
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government securities (item 7) constituted the most important 
single part of the reserve assets of the central reserve and of re- 
serve city banks after 1927, and of the country banks after 1931. 
The largest proportion was held by the central reserve city banks, 
and, as the growing seriousness of the financial situation required 
greater liquidity, these institutions almost doubled their hold- 
ings from 15.14 per cent in June, 1930 to 29.93 per cent in June, 
1933. The banks in the reserve cities similarly added more govern- 
ment bonds to their portfolios, and even the country banks raised 
their proportion of government holdings. 


NON-RESERVE ASSETS 


The country banks in recent years carried the largest propor- 
tion of their assets in “other securities” (item 9). Central reserve 
city banks held the smallest proportion until 1932 when they 
placed their funds in security investments, as the decline in busi- 
ness lessened the demand for commercial credit. Loans collater- 
alled by securities other than United States government securities 
(item 10) were largest in the case of central reserve city banks 
after 1932 and smallest for the country banks. These security 
loans of the central reserve city banks proved to be readily mar- 
ketable and the proportion was reduced from 47.54 per cent in 
June, 1929 to 30 per cent in June, 1933. The proceeds from the 
liquidation of these security loans were largely applied to the pur- 
chase of United States government securities (item 7), and this 
conversion of non-reserve to reserve assets helped the central re- 
serve city banks to maintain their liquidity during the financial 
crisis. Both the reserve city and the country banks were also able 
to reduce sharply the proportion of their loans on securities.‘ 

The proportion of real estate loans (item 11) rose over the en- 
tire period. In the case of the reserve city banks the proportion 
was small until 1928, when it rose sharply as a result of the pas- 
sage of the McFadden amendment to the National Bank Act which 
widened the powers of national banks in granting real estate loans. 

4 For comment on the safety of security loans see Sub-Committee of the Senate 


Committee on Banking and Currency, 71st Congress, Hearings, Part III, “Relation 
of Banks with the Security Markets,” pp. 1016-17. 











LIQUIDITY AND SOLVENCY OF NATIONAL BANKS 167 


The central reserve city banks at all times held only an insignifi- 
cant amount of such assets. All other loans (item 12) declined for 
all three classes of banks. In the case of the country banks these 
loans are generally slow and uncertain of payment, since they are 
based mainly on agricultural operations.‘ 

The study so far has analyzed the individual items, and they 
will now be considered in a group as either reserve (item 8) or as 
non-reserve assets (item 13). In 1923 the central reserve city 
banks had 24.07 per cent of their total earning-assets in reserve as- 
sets and, with various fluctuations, maintained this proportion for 
the remainder of the period until 1932 when a strong upward 
trend evidenced itself. The reserve city banks in 1923 likewise 
had 30.68 per cent in reserve assets and continued to maintain a 
higher ratio of reserve assets than even the central reserve city 
banks. The country banks similarly since 1923 held a proportion 
above the level of the reserve city banks until the current depres- 
sion, and above that of the central reserve city banks until 1932. 

Practically the identical tendencies are seen in the ratio of re- 
serve assets to total deposits (item 14). This ratio in almost every 
case showed the same movement, although in each year the pro- 
portion of reserve assets to deposits was on a somewhat higher 
level than the ratio of reserve to non-reserve assets. 

From these figures on the relationship of reserve to total earn- 
ing assets, and on the proportion of reserve assets to deposits of 
national banks, it is seen that all classes of banks had more ade- 
quate reserves in the present depression than during the previous 
periods under consideration. Even if reserves are defined strictly, 
as in the above study, all three classes of national banks during 
the present depression possessed a high degree of liquidity as 
judged both by the relationship of reserve assets to total earning 
assets and confirmed by the proportion of reserve assets to de- 
posits. In fact the country banks as a group throughout the en- 
tire financial crisis had, including their legal reserves, on the aver- 

5 See Robert Warren, ‘Memorandum on Country Banking” to the Subcommittee 


of the Senate Committee on Banking and Currency, 71st Congress. Hearings, pp. 
655-60. 
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age of thirty-three dollars of reserve assets to meet every one hun- 
dred dollars of deposit liabilities. It is therefore clear that the ex- 
tensive failures of recent years occurred at a time when banks had 
larger reserves than formerly and therefore the collapse of the 
banking structure cannot very well be charged to illiquidity. 


SOLVENCY 
Consideration will finally be given to an analysis of the solvency 
of national banks as tested by the amount of their capital funds. 
The gross or total capital funds of a bank consist of its capital, 


TABLE IV 
NET CAPITAL FUNDS TO TOTAL CAPITAL FUNDS OF ALL NATIONAL BANKS 
(In Per Cent of Total Capital Funds) 
June 1923-33 














| | 
— | Central Reserve Reserve Country 
City Banks City Banks Banks 
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ee 90.06 77.88 75.82 
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1930... are ; 89.68 76.75 75-79 
Doc ecekcnes wanes 88.80 74.25 74.40 
1932... - 84.82 73.10 73.16 
1933...--- 82.43 74-31 73-94 











surplus, and undivided profits. The net or free capital funds are 
calculated by deducting from this total the amount invested in 
fixed assets, as buildings, furniture, and fixtures. Table IV shows 
the proportion of such net capital funds to total capital funds for 
all three classes of national banks. From these figures it is seen 
that the percentage of net capital funds to total capital funds has 
declined sharply. The central reserve city banks in 1933 showed 
the greatest percentage of net capital funds, while both the re- 
serve city and the country banks decreased the proportion to 74.31 
per cent and 73.94 per cent respectively. This proportion varied 
considerably according to locality and was particularly low, as of 
December 31, 1932, in such cities as Cleveland (59.03 per cent), 
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Detroit (42.45 per cent), Los Angeles (66.67 per cent), and San 
Francisco (63.67 per cent) where bank difficulties were especially 
serious. 

This immobilization of their capital funds prevented the banks 
from having sufficient capital funds to meet losses arising from the 
depreciation in the value of their assets in the form of either loans 
or investments. The decline in the market value of commodities, 
securities, and real estate impaired the collateral underlying loans, 
but this depreciation in value was carried primarily by customers 
and only secondarily by the banks. However, the depreciation in 
the value of their investments fell directly upon the banks. 

The relation of net capital funds to United States government 
securities will not be considered, since these securities showed lit- 
tle variation in price and in fact rose in value over the period un- 
der review.° 

It is true that at times particular federal issues, such as the 
Treasury’s 3's of 1955 which fell to 83.32 in January, 1932,’ for a 
time brought losses to banks, but in the long run they probably de- 
rived profits rather than losses on their holdings of United States 
government bonds until the fall of 1933. 

As seen in Table V which presents the ratio of net capital funds 
to securities other than United States governments, the reserve 
city banks in general maintained a high ratio of net capital. Even 
in the later stage of the financial crisis, when they increased their 
holdings of securities other than United States governments, 
these were still covered adequately by net capital funds. The re- 
serve city banks had a smaller proportion of net capital with 
which to meet losses on their non-federal government securities. 
However, the country banks permitted the ratio of net capital 
funds to their securities other than United States governments to 
fall almost continuously throughout the entire period, and in the 
depression years of 1932 and 1933 (as of June 30) had only 46.17 

6 The Standard Statistics index of United States government bond prices moved 
from 102.7 in June, 1928 to 103.54 in June, 1933, Standard Statistics Base Book, 


1933. 
7 Commercial and Financial Chronicle, January 15, 1932, p. 479. 
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per cent and 49.63 per cent respectively to meet losses on every 
one hundred dollars of such securities. 

The actual losses on these securities are not officially reported 
but they may be indirectly estimated. It may properly be as- 
sumed that most. of the bonds held by the banks during the de- 
pression were purchased in the years preceding the financial crisis. 
It may also correctly be assumed that these bonds were no higher 
in quality than the average of the bonds listed on the New York 
Stock Exchange. It is even quite probable that the quality of the 


TABLE V 
RATIO OF NET CAPITAL FUNDS TO SECURITIES OTHER THAN 
UNITED STATES GOVERNMENTS OF ALL NATIONAL 
BANKS* JUNE 1923-33 























—— Central Reserve Reserve Country 

City Banks City Banks Banks 

Sr rane 193.41 134.46 73.02 
1924... He om 150.81 121.41 66.83 
SE its Keay Rea 120.45 89.89 58.52 
SS eeeere emma 133.57 85.26 55.81 
oS ree 130.36 78.57 50.49 
Ee era kee kc 142.22 79.43 46.89 
Sind Gu tewas nev es 194.33 91.58 50.04 
BG hi hiwin eens : 176.44 88.43 49.56 
I ceca ahs arnaeicn 137.48 65.41 46.27 
isa Lakeman wee ens 115.83 67.60 46.17 
ear aee 76.96 70.04 49.63 





*Annual Reports of the Comptroller of the Currency. 


bonds held in the latter years of the depression were lower, for it is 
the natural policy of banks to sell their high-grade investments on 
which they had a profit or only a small loss, and to retain their 
low-grade bonds which had fallen in value, since the depreciation 
would have caused heavy write-offs and possible impairment of 
capital. Because of this policy it is quite probable that the bonds 
held by the banks in 1932-33 were considerably below the average 
of bonds listed on the New York Stock Exchange. The average 
price of the bonds listed on the New York Stock Exchange for the 
period between June 30, 1925 to June 30, 1929, inclusive, was 
$97.26. From this average price the depreciation in June, 1932 
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and 1933 together with the amount of net capital funds of coun- 
try banks to the amount of such securities for these years is given 
in Table VI. 

From Table VI it may be assumed that in 1932 and in 1933 a 
large proportion of the net capital of country banks was impaired 
by the heavy losses on securities other than United States govern- 
ment bonds. In fact it would seem that in 1932 about one-half of 
the net capital of country banks taken as a group had been im- 
paired by losses on their security investment assets. After deduct- 
ing the amount invested in bank buildings, furniture, and fixtures, 


TABLE VI 


DEPRECIATION OF BOND PRICES FROM AVERAGE OF 1925 TO 
1929 AND NET CAPITAL FUNDS TO “OTHER SECURITIES” 
OF COUNTRY BANKS 
(In Per Cent) 

June 1932-33 








1932 | 1933 


| 


Item 





| 
| 
Depreciation of bond prices from average “| 


1925-29* 24.97 16.47 





Net capital funds to other securitiesT | 46.17 49.63 





*New York Stock Exchange Bulletin, IV (June, 1933), No. 6, 9. 
tAnnual Reports of Comptroller of the Currency. 


and after allowing the amount impaired by losses on other secu- 
rities, country banks particularly had asmall amount of net capital 
to meet losses on bad loans. 

From this analysis it would therefore seem that the failures of 
country banks in the depression were due not so much to illiquid- 
ity or inadequacy of reserves, as to insolvency or insufficiency of 
net capital funds. The remedy in the future lies in the mainte- 
nance of a sufficient proportion of net capital to shrinkable assets 
particularly securities other than United States governments. 
This relation can be effected through both private policy and pub- 
lic regulation. The banks themselves should at all times restrict 
the variable factor of their security investment account within a 
reasonable relationship to the more constant factor of their net 
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capital. Present legislation on bank capitalization generally fixes 
the amount in relation to the population of the place where the 
bank is located.’ However, a bank in a small locality may well 
hold more securities than an institution in a large city, and the 
former is legally permitted to have a small capitalization. Future 
legislation should recognize undercapitalization in relation to 
shrinkable assets, particularly securities other than United States 
governments, as a fundamental cause of bank failures, and con- 
sequently change the basis of minimum capitalization from that of 
population of the locality to the amount of shrinkable assets, par- 
ticularly securities. 


8 See Glass-Steagall “Banking Act of 1933,” sec. 17 amending sec. 5138 of the Re- 
vised Statutes (U.S. C., title 12, sec. 51; Supp. VI, title 12, sec. 51 [ § 217]). 











THE WESTWARD LAG IN BUSINESS 
JOSEPH DEMMERY' anp FRED RITCHIE? 


N OPINION, fairly prevalent among business men, is that 
there is a westward lag of business fluctuations in 
the United States; that is to say, the declines in business 

are first noticeable in the East, then in the Middle West, and final- 
ly in the Pacific Northwest. Similarly, recovery follows in the 
same order. 

To test the validity of this assumption monthly data of the 
following indexes of business activity were tabulated and plotted; 
bank debits, liabilities of commercial failures, department store 
sales, exports and imports, freight carloadings and intercoastal 
shipments, production of electric energy, building permits and 
contracts awarded, postal receipts, manufacturing pay-rolls and 
lumber production. As far as possible, indexes which would lend 
themselves to application in each of the three regions under sur- 
vey were chosen. 

Wherever the availability of sufficient monthly data permitted, 
the span of years covered by each index was from 1919 to 1932 
inclusive. The significance of this particular range of years lies 
in the opportunity to study the reactions of the two most recent 
major depressions. 

In reducing the original figures to their final form before plot- 
ting, the actual figures were corrected for seasonal variations and 
converted to index numbers. The selection of the base was large- 
ly a matter of convenience, depending upon the form in which 
data were received. Correction for the usual seasonal variations 
was made by the method of monthly averages. The elimination 
of trend was avoided as it was thought desirable to retain the full 
significance of the main swings of business. 

* Associate Professor of Economics and Business, University of Washington, 
Seattle, Washington. 

2 Graduate student, University of Washington, Seattle, Washington. 
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ANALYSIS OF THE VARIOUS INDEXES 

Bank debits.—The evidence furnished by a study of bank debits 
does not indicate a western lag in business fluctuations. On the 
contrary, the Pacific Northwest preceded by several months both 
the East and the Middle W>st in entering the depression of 1920 
and 1921. All regions apparently recovered at about the same 
time in August, 1922. Debits also decreased almost uniformly in 
1929. 

Production of electric energy.—During the depression of 1920 
and 1921 the electric energy curve of the Pacific Northwest 
showed no decline worthy of mention. The East took a gradual 
turn downward in September, 1920, while the first noticeable 
tendency toward a decline in the Middle West appeared in No- 
vember, 1920. The cyclical upswing in production of electric en- 
ergy in the Middle West came in February, 1921, whereas the first 
upward swing did not come in the East until August. 

At the start of the present depression the data for this series 
indicate a lag of the Pacific Northwest behind the East and the 
Middle West of 17 and 20 months respectively. The downswing 
in the Pacific Northwest, however, was not as severe as it was in 
the East or the Middle West. Oregon and Washington do not 
have the same relative amount of manufacturing as do the other 
two regions, and of that which they do possess, the industry of 
major importance, lumbering, is driven mainly by steam power. 

Exports and imports.—The consideration of this particular se- 
ries is confined, of course, to the coastal regions. Prior to the de- 
pression of 1920 and 1921, both the East and the Pacific North- 
west reached the peak in March, 1920. Recovery from the de- 
pression of 1920 and 1921, came at the same time, February, 1922. 
The value of exports from the East in 1929 declined two months 
after the decline occurred in the Pacific Northwest. 

Building permits and contracts awarded.—Unfortunately, fig- 
ures covering building contracts awarded were obtainable only 
for the East and the Middle West, not for the Pacific Northwest. 
Accordingly, building permits issued were used in lieu of contracts 
awarded for this region. Upon entering the depression of 1920 
and 1921 all three curves started downward together in Novem- 
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ber, 1919. At the upturn, the East took the initiative in Novem- 
ber, 1920, followed two months later by the Middle West. The 
Pacific Northwest, after engaging in a sudden upward spurt in 
December, 1920, dropped to another low in January, 1921, and 
started its actual recovery in February. Thus it appears to have 
lagged three months behind the East on recovery. 

The Pacific Northwest went through a building boom of un- 
usual proportions from 1923 to the end of 1925 and consequently 
its curve remained consistently above the curves of the other two 
regions during that period. From then on, however, it fell below 
the others and remained so with equal consistency even through 
the present depression. In the present depression the East and 
the Pacific Northwest changed their direction in May, 1929, with 
the Middle West following in June. 

Freight carloadings and intercoastal shipments.—In the compari- 
son of the behavior of the volume of freight carloadings in the 
various regions, the Middle West was necessarily omitted due to 
the impossibility of procuring data for that section of the country. 
When reporting carloadings, the railroad companies divide the 
nation according to the extension of the railroad lines, with no 
apparent regard for economic areas. This arrangement results in 
part of the Middle West being included in the Eastern Division 
while the remainder of it is placed in the Northwestern Division. 

As a precautionary measure the carloadings were supplemented 
by a curve showing the tonnage of goods shipped between Seattle 
and the Atlantic Seaboard via the Panama Canal, in the event 
that diversion of shipments to the latter route might unduly in- 
fluence the carloadings of the Pacific Northwest. 

The evidence of fluctuations expressed in terms of freight car- 
loadings indicates a simultaneous decline and recovery from the 
1924 depression for both regions, with similar uniformity of be- 
havior for the slight relapse in 1927. There is slight evidence of a 
two months’ lag on the part of the Pacific Northwest in 1929 over 
the East. 

Department store sales——The data on department store sales 
were available only from 1923. There is no evidence of the minor 
depression of 1924 and 1927. At the turning point of the present 
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depression all three regions reached their peak in September, 1929. 
The only difference among them is in the gradation of the decline, 
the Pacific Northwest sloping more gently for about the first 
seven months after the turning point. 

Liabilities of commercial failures——The extreme fluctuations 
characteristic of liabilities of commercial failures reduce the cal- 
culation of turning points to approximations. In a rough manner, 
the turning points of the East and the Middle West correlated 
throughout both of the major depressions, the 1920 and 1921 de- 
pression and the present one. But the Pacific Northwest, on en- 
tering the present depression, showed an approximate seven 
months’ lag behind the Middle West. 

Manufacturing pay-rolls and lumber production.—The figures 
for manufacturing pay-rolls were secured for the East and the 
Middle West although the information for the latter does not 
date back beyond 1925. No such figures could be obtained for the 
Pacific Northwest. For lack of a better indicator of manufactur- 
ing in the Pacific Northwest and in consideration of the impor- 
tance of the lumber industry to this section, monthly data of 
lumber production in the Douglas Fir area were compared with 
the manufacturing pay-rolls of the East and the Middle West. 

Lumber production in the Pacific Northwest reached its peak 
in April, 1920, while manufacturing pay-rolls for the East con- 
tinued upward until July, 1920, thus giving the Pacific North- 
west a three months’ lead in the downswing. Recovery came in 
the Pacific Northwest in February, 1921, whereas it did not ap- 
pear in the East until May, 1922. All three regions reached the 
turning point of the present depression at substantially the same 
time, July, 19209. 

Postal receipts —Only quarterly data on postal receipts were 
available. Consequently they are not quite as sensitive to changes 
as monthly figures would be. However, all three districts settled 
into the depression at approximately the same time in 1920, and 
resumed the upward trend together in 1922. The Middle West 
preceded by one quarter both the East and the Pacific Northwest 
upon entrance into the present depression. 
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SUMMARY 

Table I shows the evidence of lags and correlations at the major 
turning points in a comparison of the Middle West and the East. 
Table II brings out the same relationship between the Pacific 
Northwest and the Middle West, and Table III does likewise for 
the Pacific Northwest and the East. 

The outstanding feature of Table I is the number of times in 
which the two regions arrived at their turning points simultane- 
ously. In only one index, the production of electric energy, is 


TABLE I 


RECORD OF CORRELATION AND LAGS AT MAJOR TURNING POINTS 
BETWEEN THE MIDDLE WEST AND THE EAST* 





| Downwarp DowNnWarD 
| Recovery | t 
| Turn | TURN 
| 1920-21 | 
1920-21 | 1929-30 
INDEX |  . -.) a 
F — Lag of eae Lag of Ls | Lag of 
| East | Middle] “Fe, | Middle| "ES °° | Middle 
al at “wth 
} "| West | | West | as | West 
| | | | | 
A os as atc aagne aad | x | Correlation | 1 
rer errrerr crc. | Correlation | Correlation | 1 quarter 
Production of electric energy..........| 2/6 13 
Manufacturing pay-rolls... ......... No data No data Correlation 
Department store sales............... | No data | No data Correlation 
Building contracts awarded........... Correlation | 2 | I 
Liabilities of commercial failures. ..... | Correlation | Correlation | Correlation 








* All figures, except for postal receipts, are in months 


there any great degree of lag, the East showing a total of nine 
months’ lag in two instances which is countered by two months’ 
lag of the Middle West in the third instance. Perhaps this can be 
attributed to a greater development of new users of electric power 
in the Middle West, particularly in the automobile industry, dur- 
ing the years of the depression of 1920 and 1921. 

The only other example of a lag that has any great significance is 
in connection with building contracts awarded, where the Middle 
West was two months behind the East in recovering from the de- 
pression of 1920 and 1921. But the evidence of lags appears of 
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small consequence when compared with the number of times in 
which correlation occurred. This happened nine times out of a 
possible seventeen. However, there are only four instances out of 
the possible seventeen when any appreciable amount of lag was 
shown. In two of these the Middle West was late and in two the 
East. Consequently, the only valid deduction seems to be that 
there is considerable correlation in the time of the changes. 


TABLE II 


RECORD OF CORRELATION AND LAGS AT MAJOR TURNING POINTS 
BETWEEN THE PACIFIC NORTHWEST AND THE MIDDLE WEST* 

















| 
| 
DowNWARD ae DownwarRD 
TuRN 2 . TuRN 
1920-21 —s 1929-30 
en See Sa 
INDEX | 
Lag of | Lag of | Lag of | Lag of | Lag of | Lag of 
Middle} Pac. | Middle| Pac. |M iddle| Pac. 
West | N.W. | West | N.W. | West N.W. 
Bank debits 
DE tins hed ean ener eeKeKe wee 7 Correlation | Correlation 
cg oe Bilge ck Sonia aiate 6 3 I 
Production of electric energy.......... Pacific Pacific 20 
North- North- 
west un- west un- 
affected affected 
Building permits and contracts awarded| Correlation 1/1 
Department store sales..............}| No data No data Correlation 
Liabilities of commercial failures... . . . No data No data 7 
Mfg. pay-rolls and lumber production. .| No data No data Correlation 
PE I cv cdns kveccectnateee Correlation | Correlation | 1 quarter 
| 


* All figures, except for postal receipts, are in months. 


Where deviations from this condition occur, they are not consis- 
tently in the direction of any one of the regions. 

In the comparison of the business fluctuations of the Pacific 
Northwest with those of the Middle West in Table II, the prev- 
alence of correlation is almost as pronounced as in the comparison 
previous to this. Practically speaking, there are really four in- 
stances of violation of correlation at the turning points. Seattle 
and Portland, representing the Pacific Northwest, experienced a 
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lead of seven and six months respectively in the index of bank 
debits on the decline of the 1920 and 1921 depression. The three 
months’ lag shown for Portland in recovering from that depres- 
sion was probably due to the relative inertia of agriculture in re- 
covering at that time. The Pacific Northwest was unaffected by 
the earlier depression in the production of electric energy but 
lagged 20 months behind the Middle West upon entrance to the 
present depression. The remaining noticeable example of a lack 
of simultaneous action at the turning points is the seven months’ 
lag of the Pacific Northwest in regard to liabilities of commercial 
failures upon entering the present depression. 

Summarizing the evidence displayed by the tabulation of the 
two regions considered, we find that in seven out of a possible 
fifteen times there was correlation at the turning points. In four 
instances the lag was for only one unit of time. In other words, in 
only four out of the fifteen possible opportunities was there any 
appreciable amount of lag between the Pacific Northwest and the 
Middle West. Unquestionably, the amount of correlation as con- 
trasted to the amount of lag must lead to the conclusion that the 
dominating tendency in the relationship between the business 
fluctuations of the Pacific Northwest and those of the Middle 
West is strongly toward correlation. The lags are the exception 
rather than the rule. 

Correlation was evidenced in 12 out of 22 possibilities included 
in Table III with one instance of a one-month difference in addi- 
tion. Bank debits again show a seven months’ lead of both cities 
of the Pacific Northwest in the decline of the 1920 and 1921 de- 
pression and a three months’ lag of Portland in recovering in 1922. 
Building permits of the Pacific Northwest lagged three months 
in the upswing of the 1920 and 1921 depression, due to the un- 
certain tenure of shipbuilding in the Puget Sound area. In the 
matter of manufacturing pay-rolls and lumber production the 
Pacific Northwest led by three months on the down turn and 15 
months in the recovery from the same depression. The decline 
was explained as a reaction from the curtailment of war construc- 
tion work. The two months’ lag in freight carloadings of the 
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Pacific Northwest on entering the present depression was coun- 
teracted by an increase in intercoastal shipping at that time. 
The evidence bears very strongly on the side of correlation at 
the turning points in comparing the two regions. In the few cases 
in which there is a substantial divergence from a condition of 
correlation, there is slightly more lagging on the part of the East 


TABLE III 


RECORD OF CORRELATION AND LAGS AT MAJOR TURNING POINTS 
BETWEEN THE EAST AND THE PACIFIC NORTHWEST* 

















DowNWARD si DownwarD 
sats RECOVERY monies 
1920-21 
1920-21 1929-30 
INDEX | } 
Lag of Lag of Lag of Lag of Lag of Lag of 
East | "®: | wast | F: | wast | PO 
N.W. N.W. N.W. 
Bank debits 
| eee eer 7 Correlation | 1 
REL Riemer eee 7 3 Correlation 
Production of electric energy..........| Pacific Pacific 17 
North- North- 
west un- west un- 
affected affected 
Bapests ond imparts... ....0000600. Correlation | Correlation | Correlation 
Building permits and contracts awarded| Correlation 3 | Correlation 
eee No data No data 2 
Department store sales............... No data No data Correlation 
Liabilities of commercial failures... .. . No data No data 7 
Mfg. pay-rolls and lumber production. .| 3 15 | Correlation 
ESE AR? Correlation | Correlation | Correlation 








* Figures are in months. 


than of the Pacific Northwest, contrary to the opinion of a West- 
ern lag. In fairness to the East, however, attention should be di- 
rected to the fact that the cause of the difference rests primarily 
with the influence of one industry in the Pacific Northwest, lum- 
ber production. 

After reviewing the evidence of regional lags in business as pre- 
sented by the comparison of the three regions considered in pairs, 
one cannot help but be impressed by the great preponderance of 
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the manifestations of correlation as compared to those of any ma- 
terial lags. Furthermore, in the totality of the indications of lag 
which were uncovered, the division is about even with each pair 


of the regions analyzed. Accordingly, there is no basis whatever, 
as far as this study is concerned, for the opinion that the fluctua- 
tions of general business occur first in the East, then in the Middle 


West, and finally in the Pacific Northwest. 








BANK STATEMENTS AND THE PUBLIC 
L. DOUGLAS MEREDITH 


REAT reliance has been placed on bank statements for 
the purposes of developing and of maintaining public 
confidence in recent years, and to attain these aims 

there have evolved four major forms in which bank statements 
are commonly published. These forms of statement presentation 
are: (1) legal; (2) condensed; (3) explained; (4) detailed. 

The legal form of presentation is the oldest, derives its name 
from the fact that publication has long been legally required, and 
consists of a duplication of the facts concerning the major classes 
of items in the reports sent to the Comptroller of the Currency 
or to the state banking department. These statements are usually 
printed in very fine type which attracts few readers, and probably 
are of relatively little value to the publishing institution. Con- 
densed statements are those which show very few details, and in 
which both sides of the balance sheet are reduced to six or seven 
items. Explained statements present assets and liabilities not in 
the ordinary two-column presentation, but rather in the simpler 
form of narration in which are pointed out the amounts which the 
bank owes, and then the major groups of items available to meet 
these amounts. Each item is accompanied by a brief explanation 
of its nature for the benefit of laymen unfamiliar with banking 
terminology. The detailed statement is one in which all or a por- 
tion of the assets are enumerated individually. The first three 
forms of statement have been used for many years but the fourth 
form is of recent development and has gained great popularity 
during the banking disturbances of the last few years. 

One form in which the detailed statement has been used has 
contained an enumeration of assets and liabilities of the bank in 
the conventional manner followed in large type by a statement of 
capital stock, surplus, and undivided profits combined, and be- 

t Assistant Professor of Economics, University of Vermont, Burlington, Vt. 
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low this there has been printed under a heading such as “Invested 
as Follows,” the distribution of the investments in various types 
of commitments such as real estate, real estate first mortgages, 
stocks, bonds, bank deposits, and cash. Then there has followed 
a list of stock and bond investments classified into groups as 
government bonds; state and municipal bonds; railroad, indus- 
trial, and public utility bonds; and stocks owned. 

The most detailed form of statement is one which lists every 
asset of the particular institution. The First National Bank of 
Englewood, located in Chicago, began to publish its statement in 
this form early in 1931, and has been one of the pioneers, if not 
the first institution, to present every asset, item by item. The 
assets listed in this statement were grouped under the following 
headings: 

. Short-term municipal bonds. 

. Short-term railroad equipment bonds. 

. Short-term public utility bonds. 

. Short-term industrial bonds. 

. Short-term railroad bonds. 

. Short-term Canadian bonds. 

Cash and United States Government bonds. 

. First mortgage real estate loans. 

. Customers’ unsecured loans on our books less than one year. 


ont AM & Ww ND 


o 


. Customers’ unsecured loans on our books more than one year. 

. Loans secured by Liberty Bonds with 10 per cent margin. 

. Customers’ loans secured by listed collateral with 50 per cent margin 
or more. 

13. Customers’ loans secured by listed collateral with margin of less than 

50 per cent. 
14. Customers’ loans secured by or on real estate bonds. 
15. Other assets. 


~~ 
nb - O 


For each of the first six types of assets the year of maturity of 
each investment was given, also the par value, and the amount at 
which the bond was carried on the books. With the exception of 
bonds in the first class, the Moody rating for each bond was 
given. In the tabulation of first mortage real estate loans, the 
address of each piece of real estate upon which a mortgage was 
held was given, also the date of maturity and the amount of the 
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loan. These last two items were given for each loan in classes 9, 
IO, 11, 12, 13, and 14. The bank explained its unusual action in 
publishing this statement by including the following sentence in 
relatively fine type: 
This is the way we believe a bank 
statement should appear. 


The bank used the same form of publication for its statement as 
of December 31, 1932, with slight modification. In order better 
to explain its attitude of desiring to acquaint the public with the 
condition of the bank, an explanatory letter accompanied the 
statement in the advertisement, and this letter closed with the 
following sentence printed in large type: 


WHEN PLAINER STATEMENTS ARE MADE 
WE WILL MAKE THEM 

New emphasis was placed during the early months of 1933 on 
the contents of statements by some of the larger institutions of 
the country, and especially by New York City banks. The United 
States Trust Company and the Corn Exchange Bank Trust Com- 
pany both disclosed their entire investment lists to the public, and 
the report of the latter institution was an especially significant 
departure from the ordinary banking practice of New York City 
because it included common stocks held by the bank.? 

Detailed statements such as those just described possess all of 
the advantages which may accrue from giving the public complete 
information, but at the same time possess striking disadvantages. 
A statement of this kind may impart too much information to 
competitors, and, furthermore, customers are likely to resent the 
disclosure of information such as the addresses of land and build- 
ings on which the bank holds mortgages. Publication of detailed 
information is likely to be viewed as presentment of a stamp of 
approval on those securities in which commitments have been 
made. The public may purchase such securities, and in event of 
default, blame and responsibility are placed on the bank. It is 
also conceivable that detailed information of this kind might 


2 New York Times, February 7, 1933, p. 27. 
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prove harmful when possessed by the public, because in the event 
of a sudden market decline or of default on a bond issue listed 
in the statement, undesirable rumors may gain circulation. When 
bonds are badly depreciated, as in 1932 and early 1933, disclosure 
of such information may lead to computations by various indi- 
viduals with the result that knowledge of heavy depreciation and 
of impairment of capital may become widely disseminated. 
Finally, detailed statements are published only from time to time 
and this fact renders it exceedingly difficult to keep the public 
constantly informed concerning the actual condition of the in- 
vestment folio. Sales of former holdings and purchases of addi- 
tional securities may not become public information for a con- 
siderable period of time, and the statement as formerly presented 
may meanwhile convey false impressions. 

Liquidity has been stressed in a few advertisements by present- 
ing not complete balance sheets but only those items which indi- 
cate this condition. This practice is illustrated by an advertise- 
ment of the First National Bank of Miami, Florida, in which the 
following headline was printed beneath the name of the bank: 


CASH AND MARKETABLE SECURITIES 
TO TOTAL DEPOSITS 
1925 (Boom Period) to 1932 
Below this was a tabulation of four columns for the end of each 
quarter from September 30, 1925, to December 31, 1932. The 
first column contained the date of the end of the quarter; the 
second showed the total amount of “Cash and Marketable Se- 
curities’’; the third showed the percentage which the figures of 
column 2 were of the figures of column 4 in which total deposits 
were shown. 

The liquidity of all assets of the bank at the time of preparation 
of the statement has been shown in some advertisements instead 
of showing the ratio of more liquid assets to total investments or 
to deposits over a long period of time. This has been done by 
showing in the statement the percentage which each particular 
class of investments constitutes of total investments, and is a 
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practice which has come to enjoy favor only since the banking 
holiday of 1933. 

Many bankers have come to appreciate the value of bank state- 
ments which convey a clear concept of the condition of the partic- 
ular institution; and the public has voiced its approval of more 
meaningful statements. The publication of statements in de- 
tailed form discloses growing recognition of public responsibility 
on the part of bankers, and constitutes a practice which might 
well receive widespread adoption. 





BOOK REVIEWS 


Banker Gold. By EDGAR LAWRENCE SMITH. New York: Simon 

C. Schuster, 1933. $1.50. 

Mr. Smith was the author of the much-read little book entitled 
Common Stocks as Long Term Investments, a book that is believed to 
have played a large part in converting many people to the idea of 
stocks as investments. This book was published in 1924 and its circu- 
lation increased as the bull market progressed up to 1929. Perhaps it 
might be best to say up to 1928, because by the time the bull market 
got in its big stride, people generally had stopped reading anything 
except stock market quotations and tips. 

Mr. Smith’s new book, Banker Gold, is a simple presentation in the 
form of a conversation of the fundamental difficulties that have upset 
the economic balance of money, credit, and business conditions, and 
what the simple needs are to bring about a solution of this present 
unharmonious situation. 

Mr. Smith would have statisticians and economists turn “‘to the 
problem of discovering the underlying causes and the measure of trend 
itself.” He would have bankers and business men direct their atten- 
tion “first, to keeping consumers’ goods in active flow, recognizing that 
upon this alone the health and prosperity of all must finally depend. 
Let them then consider ways and means to regulate the form of credit, 
first, to preserve this flow, and, second, to permit expansion, both of 
total goods and credit, only at a rate parallel to a safe measurement of 
trend.” 

Mr. Smith believes a problem clearly stated is half solved. However, 
he recognizes the unsurmountable task of the international problem 
even though we were able to manage our national economic system on 
these sound principles. As stated, 

. if the problem of improving the mechanism of credit, and of pre- 
serving the flow of goods within our land is a mighty problem, how much 
mightier is the problem if applied to all our different peoples—particularly 
when central and other banks in one country maintain a call upon the gold 
reserves of another country. For, in spite of all our economists say, our credit 
still remains, in bankers’ minds at least, supported at the bottom by its gold 
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reserves. And, in the potential demand for gold from one country by another, 
we have a constant threat to the credit integrity of every land. The book is 
concluded by the recognition of a simple law of Proportion as the controlling 
law of economic safety”’ not only of proportion of each part in the industrial 
and financial mechanism of society, but proportion ‘between the solidity and 
strength”’ of the foundations and “heights and breadths of the structures.” 

Moreover, there must be maintained proportion from year to year in the 
rate of total growth, and progress must be measured in terms of decades or 
of generations to avoid the folly of attempting to force expansion at a pace 
so fast that it must break. Industrial leadership can be permanently fruitful 
only if each leader, instead of aiming to gain a fortune in a few brief years— 
so that his offspring may not need to contribute, in fact may be deprived of 
the opportunity of contributing anything to further progress-—shall rather 
plan to build gradually throughout his lifetime a reputation and a point of 
view which he may hand on to those who follow, in such a way that their 
opportunity for further service is the greater because of the sound founda- 
tions that they have on which to build. 


Anyone reading this simple presentation must recognize the prin- 
ciple of Mr. Smith’s clear understanding of the laws of balance in our 
economic society. However, we still need a clear-cut statement of how 
to direct the fundamental economic laws that govern the balanced 
conditions of society. One is certainly led to conclude that no country 


can maintain balanced conditions without the co-operation of the 
other nations of the world and even of the natural forces that upset 
balance. Therefore, a critical student would probably conclude that 
unbalanced conditions from time to time are to be expected and are 
just a part of the old economic game of living in civilized society at all. 
IvAN WRIGHT 
UNIVERSITY OF ILLINOIS 











